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from whom I have learned its problems and ideals. 




PREFACE TO THE THIRD EDITION 


Nine years have passed since the publication of the second 
edition of this book. In that period, the business of insurance 
has grown at an accelerating pace. Policy contracts have been 
liberalized, governmental regulations have been changed, and 
new problems have arisen. Although basic principles as stressed 
in the earlier editions have not altered, practices have changed in 
many respects, and the sharp lines of demarcation between types 
of carriers have tended to become blurred. 

These conditions have indicated the desirability of a new 
edition. Advantage has been taken of the opportunity so pre- 
sented to revise the entire text. The basic plan of treatment 
has not been changed, but each chapter has been thoroughly 
revised, in part at least, rewritten and brought up to date. Some 
rearrangement has been made in the order of treatment of the 
several topics. 

The author extends his thanks to those whose com> ^nts on 
the earlier editions have assisted him in this revision. 


Rkrkkley, Calif. 
AvguH, 1946 


A. H. Mo^^'BRAY 




PREFACE TO THE FIRST EDITION 


After 8ome twenty j’ears of active work in the business of 
inHurance, including technical an«l executive wrvice in life insur- 
ance and workmen’s compensation and liability insurance and 
service as examiner and actuary in state insurance dei)artment8, 
the author, in 1923, uiulertook to give the insurance courses at 
the Universitj' of California. The first of these was a general 
intro<lnctor 3 ' course designe<l for two purpos<*s: (Ij to give a 
general understanding of the theory ainl jiraclice of insurance 
to students of economics and commerce who would do no further 
work in that field; and (2) to serve Jis a fouiulation for students 
who would sjK'cialize in insurance, presumably with the intention 
of entering the insurance business after graduation. 

The various available texts were tried out but were not found 
suitable for this course. The broad general principles which 
underlie the insxirance business in all its branches seemefl to be 
buried under, or confused with, a mass of details of practice in 
the individual branches. In short, it seemed that existing texts 
wert^ in the form of a series, loosely strung together, dealing with 
the several branches of the insurance business rather than a 
unifuKl general treatment. 

This sitiuition reflected the attitude of practical insurance 
men, among whom the author has found a general feeling that 
their own particular branch is unique and has little or nothing 
in common with the other great branches of the business. This 
view is, of course, fostered by our statutory provisions classifying 
insurance into branches and restricting the rights of carriers to 
supposedly cognate lines. Such lack of unity in the business, 
which the author believes mistaken and which has been pointed 
out by others as inimical to the best interests of the business, 
seems to be due in part to the absence of literature emphasising 
the unity of the business in its fundamental economic service and 
inherent problems. 

fac 
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This book is an attempt to fill that gap. Its plan has been 
tried out in lectures over a period of three years Avith apparent 
success. Of necessity, in emphasizing principles common to the 
instance business as a whole, much detail of importance to the 
several branches has been forced into the background or omitted 
entirely. The author has endeavored in so doing to avoid pre- 
senting a distorted picture of any branch of the business. 

No claim for originality of material is made. The author 
has dra^vn in part from existing literature, but his principal 
source has been his practical contacts with the business, and 
\vith the men in it during his active participation, and from 
his work as a consulting actuary since entering the teaching 
profession. 

Having drawn from such wide and varied sources it is impos- 
sible to make adequate acknowledgment to all to whom it is 
due. The dedication is an inadequate attempt to give such 
acknowledgement. But certain individuals deserve special men- 
tion. Messrs. A. S. Holman, Joy Lichtenstein, A. J. Kislitzen, 
and Frederic J. Perry, of San Francisco, have each read one or 
more of the chapters in Part II and have made valuable sugges- 
tions. Mr Lichtenstein also had his assistants read several 
chapters on casualty lines. Prof. Felix Fliigel read the entire 
manuscript as a check against too technical expressions, and 
his criticism has led to improvement in presentation at many 
points. 

Thanks are also due to the companies and bureaus who have 
courteously permitted reproduction of their forms in the Appen- 
dices, to Mrs. A. L. Collins for valuable assistance in the typing 
and preparation of the manuscript and in reading proof, and to 
Mr. William Leslie, who has read the entire galley proof. 

The author’s greatest indebtedness is to the editor of this 
series, Mr. R. H. Blanchard. But for his suggestion the work 
would probably not have been undertaken. His criticisms of 
earlier drafts of the, manuscript have been invaluable and have 
led to clearer expression at many points. His patient urging 
has recued the work from the persistent pressure of other affairs. 

While acknowledging assistance and inspiration from these 
many sources, the author takes sole responsibility for the state- 
ments made and the views expressed. He cannot expect all will 
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agree with him in every particular. He sincerely trusts that no 
serious error of factual matter will be found and that none will 
feel that he has presented a distorted picture of the great business 
to which his life has largely been given. 

A. H. Mowbray 

Berkeley, Calif. 

January, 1930 
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Part I 
RISK 

INTRODUCTION TO PART I 

The insurance business is a social device for eliminating or 
reducing the cost to society of certain types of risk. This 
statement requires demonstration and explanation, which it 
is one purpose of this book to furnish. In order to do so, it 
is necessary to consider certain propositions in the theory of 
risk, the connection of which with the insurance business may 
not be immediately apparent, but a sound appreciation of 
which is fundamental to a proper understanding of the eco- 
nomic significance of that business. 

These propositions are discussed in the first three chapters 
of Part I. Lest the reader infer from this discussion that the 
insurance business is not concerned with loss prevention, 
which is socially more desirable than insurance, it has seemed 
wise to add a chapter dealing with this subject. 

CHAPTER I 

RISK, ITS NATURE AND ECONOMIC SIGNIFICANCE 

The view is widespread, even among many who are accustomed 
to carry insurance, that only those who suffer loss and receive 
indemnity obtain any real benefit from insurance. This view 
is quite incorrect. Paradoxical as it may seem, the promise to 
pay if a loss occurs may be fully as valuable as reimbursement 
after the loss. The reason why this is so is to be found in a 
consideration of the nature of risk and its economic significance. 

Definition of Risk. — It is not necessary to define the term 
“risk” narrowly and precisely. A broad definition is needed to 
cover all that may be implied in the use of the term in connection 
with the insurance business. For the present it may be said 
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t hat risk is the chance of loss.'^ Two things are implied in this 
definition: first, uncertainty as to the outcome of some future 
event or events; second, loss as the result of at least one pos- 
sible outcome. 

Here arises, apparently, a certain logical difficulty, since this 
is an ordered universe in which events take place in accordance 
with natural laws in which chance can play no part. But the 
contradiction is only apparent. Occurrences may take place in 
accordance with fixed laws, but, if those laws are unknown to an 
individual or community or if all the forces at work on the 
particular subject matter are not known, then to that individual 
or community the precise outcome cannot be foreknown. Hence 
uncertainty may exist, and if one or more apparently possible 
occurrences involve loss, there is risk. An example of risk where 
the uncertainty is due to incomplete knowledge of natural laws is 
that due to earthquake; of risk where the uncertainty is due to 
lack of knowledge of all forces at work, that of destruction of a 
garage by fire, which may result from employees smoking con- 
trary to orders, spontaneous combustion of oily waste not prop- 
erly disposed of, or any one of a number of things which one 
nught know would cause a fire if present, but the presence of 
which cannot be foretold. 

It is possible that the outcome may be known to certain 
persons or communities and not to others. In the present state 
of civilization, however, with present means of communication, 
this is not likely to be the case except in a few more or less remote 
instances. If the precise outcome of an event is foreknown, 
there is certainty and, whether or not it involves loss, it is not 
properly termed a “ risk.” As knowledge of natural laws expands 
and control over the forces that may enter into a given situation 
increases, risks tend to be eliminated. For example, when 
house lighting by electricity was first introduced, fires due to 
electric current were common and there was a considerable 
risk involved, but witlf increased knowledge of safe practice and 
insistence on such safe practice, fires are much less likely to be 

‘ This definition is of risk in the abstract. By a common custom of 
transfer of meaning the term “risk” is often used by insurance men to mean 
the concrete thing that is subject to the risk, such as a man or house or ship, 
on which insurance is desired. 
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caused by this hazard. There is still some risk, for occasionally 
mice or rats or chafing may remove insulation and cause short 
circuits and fires, but the degree of risk is much less than formerly. 
This illustration also shows that progress in scientific knowledge 
may, at least temporarily, increase hazard by introducing a 
new process into general use before all its dangers are known 
and proper safeguards worked out. 

The discussion of this last point has indicated that risks may 
differ in degree. They differ in other ways and, since a working 
definition has been adopted that does not involve logical incon- 
sistencies, the various aspects of risk may now be considered. 
The most important aspects from which the concept of risk may 
be studied are (1) its nature, (2) its degree, and (3) its value. 

Natxire of Risks in Economic Life. — Since the insurance 
business is not concerned with all classes of risks, but only 
with the particular class which may be called “pure risk,” it is 
well to give consideration first to the classification of risks accord- 
ing to their nature. 

There are two categories into which economic risks may be 
divided according to their nature: 

1. Speculative risks. 

2. Pure risks. ^ 

In both these classes there is uncertainty as to the outcome 
of the event under consideration, with at least one outcome 
producing loss; in the case of speculative risks, there is also a 
possible outcome producing profit which could not result from 
pure risks. As an example of the first class may be cited any 
new commercial or manufacturing enterprise. Even under 

‘ This terminology is the author’s and follows from his definition of risk. 
The discussion of the theory of risk has not yet reached the stage of a 
generally accepted terminology. Willett distinguishes positive and negative 
risk. “There is the possibility that existing wealth may be lost by its 
owner, and the possibility that expected future wealth may never be 
obtained. We may distinguish these forms of loss as positive and negative.” 
(A. H. Willett, “Theory of Risk and Insurance,” pp. 38J’.) He also 
distinguishes between static and dynamic risk, depending on whether or not 
the chance of loss arises out of dynamic conditions or would be present 
even in a static state. Hardy classifies risks into five types in accordance 
with their origin. (C. 0. Hardy, “Risk and Risk Bearing,” p. 2.) Other 
writers have used other bases of classification. 
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the best laid plans there is more or less uncertainty whether 
the enterprise will succeed or fail. If it succeeds, it will yield a 
profit. Failure means loss. A simpler example of the principle 
of speculative risk is the ordinary wager on the toss of a coin 
or throw of dice. There is uncertainty as to outcome, and for 
either party a chance of gain and of loss. Possession of any 
form of destructible property is an example of exposure to pure 
risk, since its destruction is always possible but not certain, 
and its destruction results in loss while its preservation does 
not of itself yield any increase in value or profit. 

Degree of Risk. — In dealing with speculative or with pure 
risk, one finds different degrees of risk, depending on the uncer- 
tainty or the probability of loss or gain. If it is foreknown that 
the loss is inevitable and there is no uncertainty even as to the 
time when it will occur, then clearly there is no risk however 
great may be the loss. Cases involving this type of certainty 
are rare except where property is destroyed in promoting some 
other cause of gain, as when coal is burned to produce steam 
in a boiler. A case is occasionally found, however, where the 
certain loss is not brought about as a means of gain. For 
example, a number of years ago a portion of the city of Honolulu 
was burned by the federal authorities because of infection with 
bubonic plague. The loss of the buildings was certain and there 
was no risk in respect of those buildings.^ There was risk 
of loss on surrounding buildings, owing to the uncertainty lest the 
fire get beyond control and destroy them, a risk that actually 
resulted in heavy loss* for the insurance companies covering 
them, for the fire did get beyond control. If, on the other hand, 
it is certain that a particular loss cannot occur, for example, the 
destruction by fire of a masonry dam, then also there is no risk. 

Thus there is a distinction between risk and probability of 

‘ It may be alleged that even here the loss was brought about as a means 
of gain, namely, the removal of the plague danger, or that there was no real 
loss since the infection had already destroyed the value of the premises. 
These contentions may be admitted as sound but the point is not essential 
to the argument. The case is merely cited as an example of the absence 
of risk associated with total loss. It is admitted that such cases are rare 
except when the destruction is a part of a large constructive process. 

* About 80 years later Congress by special act provided for reimbursement 
to the companies. 
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loss. The probability may vary from zero (certainty of no 
loss) to 100 per cent (certainty of loss) but at each extreme there 
is no risk. The greatest uncertainty exists when the proba- 
bilities are evenly balanced, for example, in a wager that a coin 
which is to be tossed will fall head. The risk diminishes in 
passing from this degree of probabihty to either extreme. The 
entrepreneur usually weighs the risk (chance of loss) against 
the chance of gain in forming his decision whether to undertake 
an enterprise. This is natural and proper since, if the prospect 
of gain is sufficient, he will be justified in assuming some risk. 
It would hardly seem that the individual is justified in allowing 
his attitude toward protection against a pure risk to be influ- 
enced by the degree of risk if the amount of possible loss is, for 
him,' substantial. For when the event occurs, he suffers, and 
the smallness of the degree of risk, owing to the improbability of 
occurrence, does not in this case mitigate his suffering. This 
false type of reasoning is, however, not uncommon. As an 
example, the case of a man whose home adjoined a station 
of the fire department of his city may be cited. Feeling that, 
owing to the promptness wth which the fire would be fought," it 
was almost certain that only the smallest losses would be incurred 
in the event of a fire, he carried only a very small amount of 
insurance, i.e., no insurance against total loss. When, under 
conditions of high wind and exceeding dryness, the entire section 
of the city in which he lived was destroyed in a conflagration, 
he was caught and had to bear alone all but a minor fraction 
of his loss. To the insurance carrier, on the other hand, con- 
sideration of a degree of risk is important since, as will be shown 
later, it is the determining factor in considering whether a policy 
should be issued and on what terms. 

In most pure risks met in economic life, the probability of loss 
is so small relative to certainty of total destruction that the 
degree of risk and the probability of loss are approximately 
equal. Because of the expense involved, the insurance business 
cannot effectively deal with risks approaching the maximum 
uncertainty, those in which the probability of loss approaches 
60 per cent. 

Value of Risk. — Risk may also be considered in relation to the 
amount of loss that may occur and may be evaluated. There 
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are two possible definitions of the value of risks. From the point 
of view of both the individual and the society, the importance or 
value of any particular risk hinges largely on the amount of 
possible loss. It is, however, not the absolute size of a possible 
loss that is of controlling importance, but the size in relation 
to the available margin for contingencies. If the individual 
exposed to a risk is of low economic strength with but a narrow 
margin of property beyond that required for adequate sub- 
sistence, even a very small loss may be more than he can stand 
without evident suffering. On the other hand, a man whose 
resources run into the millions might suffer little hardship, 
though a loss ran to several thousand dollars. Again, the pres- 
sure of loss depends upon its incidence. Even a man of large 
wealth might be put to some embarrassment to meet a sudden 
immediate need amounting to a relatively small sum. But, 
though the cause be sudden and unforeseen, if the liquidation 
can be spread over a period of time, often no great difficulty will 
be involved in meeting a large loss. 

From a different point of view, a very useful measure of a 
value of risk, one that, as will be apparent later, lies at the 
foundation of the insurance business, is that known as the 
“expectation of loss,” which is the product of the amount at 
stake and the probability of loss. If, for example, $10 is wagered 
on the toss of a coin, the expectation of loss is $5, since the 
probability of loss is one-half and the amount at stake is $10. 
Since by probability of loss is meant the proportion of total 
ventures which, according to statistical evidence or a priori 
reasoning must result in loss (the definition ordinarily used in 
discussions of the mathematical theory of probabilities), ‘ it is 
evident that, management expense or profit not being considered, 
the expectation of loss is the amount one would expect to pay 
another to take his place by becoming exposed to the risk. The 
latter Vould, if he entered into enough such arrangements, suffer 
no loss in the lon^vun. 

This is the principle underlying the conduct of many gambling 
enterprises. If the proprietor of a gambling establishment had 
a sufficient fund to cover a temporary adverse run and, for the 
time, did not have to consider expenses, he could provide a per- 

* For a discussion of the logical foundation for this definition see J. M. 
Keynes, “A Treatise on Probability.” 
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fectly fair deck of cards, charge a patron 25 cents for the privilege 
of cutting them, agree to pay $1 if a spade (or any other agreed 
suit) were cut, and come out even in the long run. Were he to 
charge a few cents more, he would be able to pay expenses and 
have a margin of profit. He must lose, i.e., pay, once in four 
times because one-fourth of the cards are of each suit and the 
chance of loss to him is one-fourth. The value of the risk, i.e., 
the net price he must charge, is the product of this chance by 
the prize. To the value of the risk he must add a margin for 
his expense and profit. 

This principle of probability will be discussed further in a later 
chapter. The point to be established here is that expectation 
of loss is a measure of value of risk. 

Risk an Economic Burden. — It has been indicated that, to 
the man living close to the poverty line, a loss of a small amount 
may be a catastrophe. Even to the man of wealth, any sub- 
stantial loss may be a sufficient blow to call for some readjustment 
of his affairs. If, for example, it were not possible for one to be 
reimbursed by insurance for loss by fire, shipwreck, or similar 
occurrence and if one had no other means (surplus), one might 
face ruin or at best a serious reduction in economic status. A 
classical example of a man of position so brought low is Antonio 
in the “Merchant of Venice.” Of course, this would be the 
result, whether the risk were a pure risk and unavoidable as a 
risk, such as the loss of a home by fire caused by lightning or 
earthquake, or one undertaken as a part of a speculative venture 
in the hope of avoiding loss and of obtaining a profit. Were 
such losses to happen to any substantial part of a community 
there would be, it is hardly necessary to point out, a heavy 
social loss, a loss greater than the actual value of the property 
destroyed, by reason of the consequent general reduction of 
community standards. 

Prudent men do not willingly expose themselves to such losses 
but, if they cannot rid themselves of the risk, accumulate a 
surplus or sinking fund to meet the contingency. The plain 
common sense of such a policy is expressed in the old adage, 
“Put something aside for a rainy day.” Although thrift and 
saving are generally useful to society as a means of accumulating 
capital, such individual sinking funds are not often employed 
in as useful undertakings as are funds not impressed with this 
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quasi-trust character. Society then loses to the extent of the 
excess of the potential over the actual service value of such 
reserved funds. Further, the reserved funds could not safely be 
accumulated gradually, for there would be no assurance that the 
loss might not occur before sufficient funds had been built 
up to meet it, and their purpose thereby be defeated. Rather, 
the funds must be available step by step as destructible property 
is acquired. Because of the difficulty of making such provision, 
men are deterred from entering into ventures that expose 
them to risks or, if they do venture, do so only on terras involving 
large opportunities for profit. This inability to secure certain 
services at a reasonable cost is probably the heaviest social 
burden imposed by risk.^ 

Thus society suffers from the existence of risk, either through 
exposure to the chance of reduction in general well-being, 
unproductive use of capital, or failure to secure desired 
advantages. 

Risk and Credit. — Important as the burden of risk upon 
society would be under the simplest conditions, its weight is 
enhanced in a society living under a highly organized credit 
economy. The lender of capital desires a return in the form of 
interest on his capital, but, were he to lose it in seeking that 
return, his condition would be worse than if he had allowed 
it to remain idle. Consequently, he will lend it for u.se only where 
the major risks to which it is exposed can be avoided. This is 
true of prudent investors, and particularly true of bankers and 
others charged with the investment of funds for the safety of 
which they are responsible. For example, bills of exchange in 
overseas trade are readily discounted when accompanied by 
proper documents, including evidence of adequate insurance, 
but not othenvise. Again, banks require, in addition to a 

^ As an example, reference may be made to the allegation that reluctance 
on the part of underwriters to furnish aviation insurance retarded the 
development of Vsommercial aviation in the United States, because the risks 
were too great for individ«aj entrepreneurs. The underwriters were 
reluctant because of the large value of the risk involved which, in turn, 
resulted from the large amounts at stake and the high degree of uncertainty 
of loss. See The Literary Digest, Sept. 5, 1925, p. 62, for detailed discussion 
citing The Eastern Underwriter. Since the time of this comment, the risk 
having been greatly reduced, insurance facilities adequate to our develop- 
ment of commercial aviation have been made available. 
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mortgage on real property, adequate fire insurance with a mort* 
gagee clause attached giving them the first benefit of the insur> 
ance in all cases where insurable property is part of the security 
for their loan. More recently they have been d emandin g the 
elimination from such fire-insurance policies of the fallen-buiiding 
clause which, if not eliminated, would leave them exposed to 
risk from a fire if the building were previously damaged by 
earthquake or other force which caused a material part of the 
building to fall before it took fire. Many lenders are also 
insisting on insurance protection against other hazards, such 
as windstorms, earthquakes, explosion, and falling aircraft. 
A large seashore hotel, standing on a bluff well above the water, 
has been insured for the protection of interested bondholders 
against loss by tidal wave. 

. It is true that speculatively inclined investors daily put 
their funds into enterprises in which the risk is great, sometimes 
knowingly, sometimes unwittingly. But the action of the un- 
witting can hardly be taken as typical. Where a risk is under- 
taken knowingly, there is a prospect of gain which is deemed by 
the speculator to exceed the prospect of loss. This may take 
the form of a higher rate of current return, a part of which is 
compensation for risk. 


SUMMARY 

1. Risk, which has been deBned as “the chance of loss,” 
involves, in varying combination, uncertainty as to the outcome 
of conditions, with loss as a consequence of at least some of the 
possibilities. 

2. Under all circumstances, the existence of risk in itself, 
independent of the actual loss that takes place in some instances, 
is a social burden. 

3. Where credit is extensively used as a baas of economic 
action, the burden of risk is increased. 

4. Large social gains result if it is possible to reduce or eliimnate 
risk, whether or not loss is prevented. 
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CHAPTER II 


TYPES OF HAZARDS AND THE LAW OF LARGE 

NUMBERS 

The preceding chapter was concerned with a discussion of the 
nature of risk and its character as an economic burden. The 
question was not raised whether risk actually exists in human 
affairs. That was rather taken for granted. Few, if any, would 
care to dispute the existence of risk. But how widespread 
is risk? In what affairs of life does it arise? These are questions 
that should not be passed over wthout comment, for the answers 
to them evidently delimit the sphere of usefulness of any device 
for reducing the burden of risk. 

It is the purpose of this chapter to make some preliminary 
analysis of these questions, and also to outline the basis in natural 
phenomena on w’hich rests insurance as a scheme for eliminat- 
ing risk. 


TYPES OF HAZARD 

The first step in the analysis is naturally a discussion of types 
of hazards, for it is w'ell to have in mind the range of risk-causing 
hazards to which business enterprises and personal affaim are 
subject, in order to appreciate both the place insurance has come 
to have in the economic order and what yet remains to be accom- 
plished. . In .the following brief review of the several types 
of hazard to which mankind is subject, those mainly have been 
selected which may be covered in whole or in part by insurance. 

Classification. — The hazards fi'om which loss may arise may be 
classified according to what may be lost. From this point of 
view there are two major divisions, each based on the phase of 
life that is affected; personal and family risks, and business 
risks.* 

* ^ connection with the second clasoit should be borne in mind that this 
study is concerned only with pure risk which does not include the entire 
range of business risks. 
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Personal risks may be subdivided into two groups: those of loss 
of income and those of loss of property. Loss of income to the 
individual or family may result from 

1. Death. 

2. Permanent disability. 

a. Total. 

b. Partial. 

3. Temporary disability. 

а. Total. 

б. Partial. 

4. Unemployment. 

5. Superannuation. 

Property loss may result from 

1. Destruction or damage by 

a. Fire or lightning. 

b. Windstorm. 

c. Water leakage. 

d. Earthquake. 

e. Glass breakage. 

/. Explosion. 

g. Riot and civil commotion. 

b. Burglary, theft, or robbery. 

t. Forgery. 

2. Liability to pay compensation for injury caused to the person or prop- 
erty of another where the injury is to 

a. The person of an employee. 

b. The person of a stranger. 

c. The property of another. 

3. Extra expense: 

• a. On account of illness or injury. 

b. For substitute facilities. 

No attempt has been made to enumerate all the pure risks 
to which an individual or his family is subject. The list contains 
those which have been thought of sufficient importance to call 
for insurance and some for which insurance is not yet generally 
aviwlable. 

Most of the risks to which personal affairs are subject also 
affect business. To these must be added the risk of loss of capital 
and income from several other causes, such as 

Perils of transportation of goods on land and sea. 

Hail, frost, and other causes of crop failure. 
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Defalcation or other misconduct of employees. 

Failure of contractors to fulfill contracts. 

Failure of depositories. 

Unusual credit losses on sales. 

LAW OF LARGE NUMBERS 

Stability of Mass Phenomena. — The list of hazards to which 
mankind is subject is long and formidable. Every individual is 
subject to many risks each day from the cradle to the grave. 
There is scarcely any action not involving risk, and even inaction 
will not avoid it. Were there not qualifying factors, one would 
indeed be justified in looking upon the world and its affairs with a 
pessimistic eye. But at this point it should be recalled that the 
universe is governed by natural laws and that, if all conditions 
and forces operating could be foreknown, results could be foretold 
with assurance. Loss would still remain, but uncertainty, and 
therefore risk, would disappear. In a world so ordered, it 
would seem natural that the unknown and unobserved forces 
would tend to a balance, if enough cases could be observed, and 
that the uncertainty or risk present in the individual instance 
would disappear in the mass. This tendency of mass phenomena 
toward regularity has been demonstrated by experiment and 
has been formulated in the law of large numbers, which is the 
basis of all application of that branch of mathematics known as 
the “theory of probabilities.” 

The term “law of large numbers” was used by the eminent 
French mathematician, Poisson, in an article on “Researches on 
the Probability of Judgments,”* and is defined in terms of proba- 
bilities. It is therefore necessary to give a definition of this term. 
It would require a lengthy treatise to discuss the philosophical 
bads of the concept of probability as applied to the affairs of 
life, and this would divert attention from the main purpose of 
this book. However, the study of probability began with games 
of chance and, in thi$ connection, probability may be defined 
exactly. The concept may then be carried over and applied 
within reasonable limits outside this field. 

Condder the case of drawing balls from an urn containing a 

‘ Comptes rendwt de VAcadtmie dea Sciences, Vol. I, p. 473, especially p. 478 
(1835). 
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large number of balls, e.g., 100, of which some, say 30, are white 
and the remainder red. If the person drawing is unable in 
drawing to identify any particular ball, he may draw any one of 
the lot. Since there are 100 balls, it may be said that there are 
100 possibilities of selection. Under the same conditions there 
are 70 possibilities of selecting a red ball and 30 of selecting a 
white one. If the balls have been well mixed, all the possi- 
bilities are equally likely. It is then said that the chance or 
probability of drawing a white ball is 0.30 and that of drawing a 
red is 0.70. So, for example, the chance or probability that a 
perfect coin tossed at random will fall head is one-half since the 
total number of ways it can fall is two, and it can fall head in only 
one way. The definition of probability, from this point of view, 
is the ratio of chances favorable to success in the test to the 
total chances, all being, a priori, equally likely. If 10 red balls 
in the above scheme were removed and 10 black substituted, 
and the set again thoroughly mixed, the probability for drawing 
on a single trial a white ball would still be 0.30, a red, 0.60, and a 
black, 0.10. It is customary to designate a probability by p, 
and to append subscripts to refer to the particular probability in 
mind, as pr, Pu>, and pb or pi, p 2 , and ps, to refer to the probabilities 
of drawing a red, white, or black ball. In the example, p* = 0.3, 
Pr = 0.6, and pb — 0.1. The illustration, of course, might be 
complicated by changing the composition of the contents of the 
um between each trial, in which case, the probabilities would also 
change on each trial. From this definition it follows that p = 1 
means certainty of the occurrence. If all the balls in the um 
were white, it would be cekain that any ball drawn would be 
white. 

Using this concept and notation, Poisson’s law may be stated: 

If an event be tried repeatedly with probabilities P 1 P 2 . . . for success 
which may be constant, or may vary with each trial, then if the number 
of trials increase indefinitely, the probability that the difference between 
the average probability and the observed ratio of success will differ by 
less than any assigned quantity approaches 1 as a limit.^ 

This exact statement of the law is probably confusing to the 
nonmathematical student. In more popular but less exact 

* Quoted by J. L. Coolidge, “ Mathematical Probability,” p. 66. 
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language it means that as the number of trials increases, the 
proportion of results approaches the underlying probability. 
For example, if a single card is drawn from a well-shuffled deck 
it may be any one of 52 but, since one-fourth of the cards are 
spades, the probability of drawing a spade is one-fourth. This 
does not mean that, if only four cards are drawn, one, and only 
one, will be a spade. It can be shown that there is a strong 
probability against this exact result. Nor does it mean that, if 
40 are drawn, exactly 10 will be spades. It does mean that, as 
the number of trials is increased, the ratio of drawings of spades 
to the total drawings tends to become one-fourth, though the 
actual departure may be great. It will probably help to present 
a few illustrations of the operation of the law of large numbers 
in several widely separated fields as evidence that there is such a 
principle and that it may serve as a means of dealing with 
risk. Its operation is not subject to exact proof, as is that of the 
law of gravitation, except under purely mechanical and artificial 
conditions similar to those used in defining probability, and it 
should be borne clearly in mind that it is not put forward as a 
universal law. The important point is that, where it has been 
found by experiment to hold, the law of large numbers may be 
used to meet a situation causing loss, and to reduce, or even 
eliminate, the risk that is the cause of the loss. Instances 
of its operation will be cited, first from artificial mechanical 
schemes and then from the affairs of life. 

Illustrations of the Law of Large Numbers. — It is obvious that 
no prediction can be made with any assurance whether an 
•ordinary coin tossed at random will fall head or tail. Three 
college classes which tried the experiment of each member tossing 
10 ‘coins 10 times (equivalent to 100 tossings of a single coin 
each), reported the following results: 


1 : — 

Number iu class 

Nus^er of tosses 

! 

Heads 

Percentage of 
heads 

232 


11,821 

51 

325 

32,500 

16,582 

51 

m 



49 

709 

70,900 

35,853 

51- 
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The tabulated results show an almost equal division into heads 
and tails in the aggregate for each class separately, as well as 
for the grand aggregate. Harald Westergaard, the Danish 
statistician,^ tried a similar experiment by taking 100 sets of 
100 drawings each from a bag containing an equal number of 
red and white balls. The mean number of white balls drawn 
per set was 50.11. In two cases the number was less than 40 
(in one, it was 39), and in only three cases was it more than 60. 
In 70 per cent of the trials the number lay between 45 and 55. 
In only nine cases, however, was it exactly 50. 

The value of a card on a single drawing from an ordinary 
whist deck is, of course, entirely a matter of conjecture. Arne 
Fisher tried the experiment of making 100 sets of drawings 
of 100 each from such a deck, recording the number of times an 
ace was drawn in each set. In 21 sets, seven aces were drawn; 
in 13 sets, eight; and in 15 sets, nine. According to the theory of 
probabilities the mean number should have been 7.69 aces per 
set. The actual was 7.45.** Many other instances of regularity 
in the results of a large number of experiments with mechanical 
devices could be cited. 

Stability in such phenomena, however, has little practical 
value except to the gambler. But if the same tendency is present 
among risks of the types noted in the first part of this chapter, 
a way may be found to improve the situation by transferring 
the several risks from the individual to some professional risk 
carrier, which, having a very large number of instances of 
each, ought to experience such reasonable stability in loss as 
practically to eliminate the uncertainity, and destroy the risk 
as risk. 

Such regularity is found in actual life, although events do not • 
recur with the strict regularity of games of chance and mechanical 
devices. There is also evident in many cases slow steady change 
(such change as is known to statisticians as secular trend) and 
sometimes a seasonal variation within the year. But seasonal 
■variations tend to operate in opposite directions and to counter- 
balance each other, as do the variations due to the business 

^ “Statiatikens teori i grundrigs,” quoted by Ame Fisher, in “Mathe- 
matical Theory of Probabilities,” p. 136 

* Fisher, oj>. cU., p. 142, 
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cycle, while slower long-time changes can generally be suffi- 
ciently anticipated. With due allowance for these changes, 
the law is found to hold with sufficient accuracy for practical 
use. Mortality tables used in life insurance, constructed at 
different times and places, show close resemblance in their 
general results. So do loss records in other lines of insurance. 

The operation of this law in actual life with its practical value 
and its limitations probably cannot be better shown than by a 
study of Tables I and II of coal-mining fatalities in the principal 
coal-producing states for a 10-year period. 

Table II. — Fatality Rates peb 1,000 Men, by States, Compabed on a 
Unifobm Basis op 2,000-hoob Wobkbbs‘ 


State 

1903 

1904 

1905 


1907 

1908 

1909a 

1910 

1911 

1912 

1913 

Aver- 

age 

Illinois 

3.40 

3.70 

4.33 

3.37 

3.32 

3.40 



3.02 

2.68 

2.72 

3.26 

Indiana... 

3.8ft 

2.44 

2.99 

2.10 

3.15 

3.51 


2.53 

3.01 

2.21 

3.89 

2.95 

Maryland 

1.94 

1.59 

2.02 

.75 




2.30 

2.05 

1.89 

1.88 

1.79 

Michigan 


2.24 

3.23 

1.82 

1.88 

1.71 



2.47 

3.51 

1.21 

2.26 

Montana 

2.08 

3.38 

3.67 


4.43 

7.38 


3.24 

4.12 

2.31 


4.23 

New Mexico 

9.77 

3.85 

2,87 

9.32 

8.65 

7.16 

• • • • • 

3.18 

rato] 

2.99 

49.26 

11.81 

North Dakota 

• • • « 

.... 

.... 

• • • • 


7.55 


3.83 

1.32 


8.78 

4.01 

Ohio 

3.78 

3.82 

4.11 

imm 

4.11 

3.68 


1 IR 

3.28 

3.67 

4.37 

3.94 

Oklahoma 

5.44 

4.27 

7.04 

7.97 

5.33 

7.67 


HBg 

4.92 

16.01 

3.21 

6.81 

Pennsylvania (anthra- 













cite) 

3.71 

4.24 

4.02 

3.91 

4.28 

4.33 


3.44 

3.63 

3.32 

3.04 

3.76 

Pennsylvania (bitu- 













minous) 

2.96 

4.66 

3.25 

3.16 

4.45 

3.97 


2.89 

2.99 

2.48 

3.07 

3.34 

Texas 








1.62 

1.63 

.39 

.71 

nTrl 

Utah 

3.29 

5.56 


2.21 

2.18 

2.06 


5.67 

3.94 


3.73 

3.93 

West Virginia 

3.55 

3.33 

4.43 

5.16 

11.40 



4.35 

4.77 

4.34 


5.18 

Average for the U. S. 

3.31 

3.97 

3.91 

3.72 

4.87 

4.28 


4.03 

3.78 

3.32 

3.58 

3.87 


a. Complete data not available. 

i Condensed from table in ** Coal Mine Fatalities in the United States 1870 to 1914/' 
U, S, Bureau of Minea Bv^letifi 116, p. 62. 


Fatalities in coal mining are influenced by a variety of factors, 
such as the type of coal, geological formation, mining practices, 
supervision, and care exercised by the individual miner. Table 
I shows, for each of the coal-mining states selected, the number 
of 2,000-hour workers, the numb^ of fatalities, and the average 
fatality rates over a 10-year period. Table II shows similar 
rates for each year of the period. 
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In such states as Pennsylvania and Ohio, where the numbers 
employed are large, the rates from year to year show com-, 
paratively little change. In West Virginia, a very bad explosion 
caused a violent increase in 1907, and there seems to have been a 
general upward trend. Yet, even in this field, where condi- 
tions have long been notoriously disturbed, the large numbers 
involved gave (except for the catastrophe year) fairly stable 
results. On the other hand, in the states where the numbers 
employed are relatively small, such as North Dakota, Utah, 
and New Mexico, there is much irregularity. 

Since these data were compiled there has been great improve- 
ment in the conditions of our coal mines as to the safety of the 
workers. The fatality rates for the decade 1930-1939 are much 
lower but show the same general characteristic — a tendency 
toward stability in the average over the years (after adjustment 
for trend), which is more marked in the states where the oper- 
ations are extensive and the numbers employed are large than 
in states where the operations are limited and the numbers 
employed are small.* 

Applicability of the Law of Large Numbers. — The principle 
of mass stability cannot be assumed to be universally applicable; 
in any new case, its applicability must be tested ^fore it 
can be relied upon. Only in the case of those risks to which 
it is found to apply with reasonable approximation, is it possible 
to conduct a sound insurance business which can adequately 
eliminate*br reduce risk. In view of the ordered character of the 
universe the law probably does apply to all physical phenomena, 
but some are of such infrequent occurrence that observations 
over long periods will be necessary to establish it, probably too 
long for practical use. For example, earthquakes seem to occur 
most irregularly. Yet it seems likely that, observed over a 
long period, regularity would be found. 

Changes in Hazai^^. — It has been observed that, though the 
law of large numbers applies in widely scattered fields, some 
types of risk show a tendency to growth or decline in hazard. 
It may be well at this time to note some of the factors tending to 
produce such long-time changes in degree of risk, as well as the 

‘ See “Coal-mine Accid^ts in the United States, 1939,” Bureau of 
Mines Bulletin 444, especially Table 76 on p. 103. 
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departure of individual cases from the average and, at times, of 
averages from their normal value. It will be recognized that 
the development of knowledge of processes and conditions tends 
to eliminate uncertainty and therefore to reduce risk, though 
actual loss may not be decreased. Generally, however, in an 
effort to reduce cost, increased knowledge will be accompanied 
by greater precautions and safeguards, and losses also will be 
reduced. 

Changes in economic conditions have an important bearing on 
the value of risks, because of their influence on the volition of 
those ordinarily subject to risk. The losses of fire-insurance 
companies always increase when the number of business failures 
increases. The explanation may be partly a tendency to economy 
which has reduced the safeguards usually present against 
accidental fires. But all too often the will to protection has not 
been present if, indeed, the policyholder in business difficulties 
has not yielded to the temptation to try to realize on “frozen 
inventories” by “selling them to 'the underwriters,” as the 
occurrence of convenient, though supposedly accidental, fires has 
sometimes suggested. Risk due to volition of the insured 
is known among insurance men as “moral hazard.” This risk 
has not been found to be subject to the law of large numbers and 
both for this and even more obvious reasons of public policy is 
uninsUrable on any terms. ^ In a slightly different category is 
the absence of a will to safeguard, which is usually included 
under “moral hazard” but sometimes distinguished as “morale 
hazard.”® Such absence of intent to protect does not prevent 
the operation of the law of large numbers but does tend to 
increase the degree of risk, making it higher in the individual 
case than the average of its class. This tends to make under- 
writers reluctant to take risks where its presence can be detected. 
The existence of insurance tends to create a certain degree of the 
latter type of hazard, by making the insured less concerned in 
the preservation of his property. 

‘ Insurance carriers often find that they must pay losses due to moral 
hazard in risks they have assumed, but this statement reflects the views of 
skilled underwriters passing upon risks in which any considerable degree of 
moral hazard is indicated. 

* The recent tendency to observe this distinction is to be commended as 
leading to clearer analysis. 
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SUMMARY 

The aim of the present chapter has been to establish in the 
reader’s mind: 

1. That risk, which was found in Chap. I to impose, of itself 
and independent of actual losses sustained, an economic burden 
on society, is ever present in human affairs. 

2. That, when the operations that give rise to risk are taken 
in the mass, there is a tendency to regularity such that, were the 
risks consolidated as those of a single individual, a high degree of 
certainty would replace a corresponding degree of uncertainty, 
and risk and the cost of risk would be eliminated or much reduced. 

3. That the active desire to profit by insurance^ interferes with 
the operation of the law and makes the risks of some persons 
uninsurable. 
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CHAPTER III 


ELIMINATION OF RISK THROUGH TRANSFER 
AND AMALGAMATION 

From the discussion of the law of large numbers as presented 
in Chap. II it will be apparent that, if the annual rate of destruc- 
tion by fire of railroad freight cars is 3 per 1,000,‘ a road owning 
50,000 cars might expect the destruction of 150 cars each year 
from this cause. In some years more would be so lost, in others 
less, but 150 would be the average annual loss. 

Self-insurance of Large Operations. — Such a road, if it had a 
fluctuation fund to absorb irregularities, might charge into its 
operating costs each year 150 cars as lost by fire, and transfer 
the differences between this and the actual losses to or from such 
fund according to the year’s experience. By this method it 
would be known that the showing of operating expense on which 
rates and dividends are in part based was not vitiated by an 
unknown risk. Such handling of a risk is self-4nsurance.^ 

Cooperatiye Risk Carrying. — If the railroad had only 1,000 
freight cars, the expected annual loss would be but 3, a number 
quite too small to guarantee any appreciable uniformity. 
If 50 such roads, all having the same average rate of car loss, 
pooled their interests, and other conditions remained the same 
after pooling,® the total annual loss of the group would be as 
stable as in the case of the road with 50,000 cars. Some of the 
roads might lose no cars, and some 10 or more, but, over a 

‘ This is a purely hypothetical figure. 

® From the discussion in the latter part of this chapter it will be apparent 
that self-insurance, where there is sufficiently broad volume of isolated 
items to give an average experience and where a fluctuation fund is main- 
tained is to be sharply distinguished from noninsurance where these con- 
ditions are not present and no other means are taken to nullify the risk 
as risk. 

* See reference in Chap. U (P- 19) to the effect of insurance on morale 
and hazard. 
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period of time, the average annual loss would be 150 cars, and 
the roads could arrange their cost accounts as in the case of the 
larger road. In this case, the pool would set up the fluctuation 
fund. 

Transfer to Professional Risk Carriers. — Instead of 50 roads, 
each having 1,000 cars, 500 roads, each having but 100 cars, may 
require protection against unusual annual loss. If, as before, 
other things are equal, and the risk the same for all, so far as 
it can be estimated, a pool might be formed with the same result. 
But, with so many members, the management of the pool would 
be much more difficult, involving more correspondence, account- 
ing, and other similar work. The roads, however, would find 
the risk far too great to carry individually, since the expected 
loss of each would be but 0.3 per year and the actual loss might 
be an entire train of 10 or more cars. Upon the showing that 
the average annual rate of loss was 3 per 1,000, some person, or 
group of persons in a pool, might be willing, in return for an 
annual payment from each road at a rate a little higher than 
0.3 per cent of the value of their cars, to assume the risk for 
them and, in the event of loss of any of their cars by fire, to 
indemnify or reimburse them for the loss; agreeing also that, if 
the fund so produced exceeded the actual losses developed and 
the expenses of operation, the net profit would be retained, and, 
if there were a net loss, that it should be borne by the person 
or group by whom the risk was assumed. Such transactions 
would, of course, be evidenced by written contracts. Instead 
of the arrangement being proposed by the roads it might be 
proposed by an individual, an underwriter, who has set himself 
up in the general business of issuing such contracts. The net 
effect would be the same. 

Finally, the underwriter might have organized a corporation 
to undei;take this work, and the corporation might cover, for 
varying rates of consideration, risks of loss by fire for many 
different types of peraons and business. If the charges for such 
contracts were based on the average rate of loss for each class of 
risk, with a reasonable allowance for expense and profit, the 
individuals whose risks were assumed would be in the same 
position as under the pooling arrangement, though probably 
subject to a higher total cost. For them the risk would be 
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eliminated. The underwriter or hia corporation would be 
subject only to the risk of minor accidental variation in the 
average annual loss, and to the further risk that the value of the 
risks assumed was underestimated. Against this would be set 
the chance of profit from a possible overestimate and overcharge. 

Redistribution of Actual Loss. — In the last two cases, the risk 
has been eliminated, and a relatively small fixed charge sub- 
stituted for the contingency of large loss. Something else has 
also taken place. The losses that have actually occurred in a 
haphazard way have been redistributed in an even load over those 
subject to the risk. This is inherent in the elimination of risk 
by transfer of the individual risks either to a group, as in the 
pool, or to a professional risk carrier, such as the underwriter. 
It is also a social gain. For, if the incidence of loss upon those 
who are not prepared for it causes them to fall into a reduced 
status and to render less worth-while service or (what is worse) 
to become community charges, a social loss results. This is 
true even though the aggregate loss is not reduced and is known 
exactly in advance, if its incidence is not known. 

Insurance and Its Major Function. — The last two cases are 
instances of the transaction of a true insurance business: on the 
mutual or cooperative basis, in the case of the pool; on the pro- 
prietary basis, in the case of the individual underwriter or 
corporation.^ 

In the hypothetical cases cited risk has been eliminated, but 
not loss. Apparently, where the risk is covered by the under- 
writer or corporation, the insured has been saved from loss. In 
a sense this is true since, if he does sustain loss, he will be reim- 
bursed. Yet, actually, if the relation is continued over a long 
time, he may pay for all his losses, with an added margin for the^ 
expense of conducting the insurance business. In order that 
the risk carriers may pay their losses and continue in business, 
they must collect an aggregate sum equal to the total of their 
losses and expenses. So far as society as a whole is concerned, 
there is not even an apparent elimination of loss. The physical 
property destroyed can be replaced only by the production of new 
property through the application of means of production that 

‘ Further discussion of the various types of organizations for conducting 
the business of insurance will be reserved for Part III of this book. 
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otherwise might have been employed to produce other beneficial 
results. It is true that underwriters and insurance corporations 
make considerable effort to prevent loss, but the cost of this work 
is met from the funds collected from the public. It is also a 
comparatively modem development. The pure insurance activ- 
ity, even though it does not eliminate or prevent loss, is beneficial 
to society through the elimination of risk and the redistribution 
of loss, and the cost of this activity is justified by the value of 
these services alone. It is well for the present to keep attention 
focused on this fact in order to appreciate fully the principal 
service of insurance. 

Insurance and Credit. — Allusion has been made to the extent 
of the use of credit in modem economic life, and to the fact that 
risk tends to restrict credit. During the past century the use of 
credit has become increasingly extensive and in practically all 
cases where risk is present and where insurance against that risk 
may be had, insurance is insisted upon by the lender before credit 
will be extended. Recent discussion among credit ofiicers of 
banks has indicated a tendency to place added emphasis on 
insurance even in the case of current bank credit for commercial 
enterprises of high credit rating. 

Perhaps the place of insurance in modem economic life and its 
relation to credit transactions may be more clearly visualized 
by an analogy with certain physical conditions in transportation. 
Persons and property may be carried over poor roads on vehicles 
in which the weight-carrying body rests directly on the axles. 
Such vehicles are usually of the two-wheel type. In such vehi- 
cles, however, progress is slow, carrying capacity is limited, and 
the strain on the motive power, usually animal, is extreme. 
Breakdowns are frequent. Any irregularity of the roadway 
strikes the wheel with full violence, doing maximum damage to 
it, to the axle, and to the body bearing upon it. If the roadway 
is smooth and hard, ‘Conditions are better, but far from good. 
Such vehicles were u^d by the ancients whose commerce was 
almost entirely water-borne. They are sometimes used in back- 
ward regions today. 

The intervention of springs brings a material change. The 
shook received by the wheel in passing over the bumps and 
hollows is now taken up by the springs and distributed over the 
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entire vehicle. No part receives the full force of the blow, yet all 
feel part of the resulting strain. Greater speed, heavier loads, 
greater comfort to passengers, and less strain on the motive power 
are now possible. The better the springs, the greater the 
improvement in all these respects. But, even with the best of 
springs, transportation over a poor roadway is not so swift or 
easy as over a smooth one. For effective transportation, springs 
are a great aid, but they do not eliminate the blows sustained 
from poor roads. Hence, railroads are steadily trying to improve 
roadbed, reduce curvature, and otherwise eliminate the conditions 
that make work for springs, with consequent improvement in 
service. Since the advent of the automobile even the best of 
spring makers are constant advocates of good roads. 

The insurance business, in its pure insurance function (ignoring 
for the moment its efforts at prevention), may be likened to the 
springs of a vehicle. It absorbs the shock and distributes it 
over all risks insured in the same class. It permits a freer func- 
tioning of credit and industry generally but does not eliminate 
loss. The retarding effect of risk is removed, but the cost and 
retarding effect of loss are still present. The burden is still on 
society to prevent the loss. The insurance carriers can and do 
lend their aid by advice and in other ways, and probably can do 
some parts of the work better than any other agency, but the 
cost is charged to, and paid by, the public, and the carriers’ power 
of accomplishment is limited by the extent of the cooperation 
they receive from the public. 

As has already been explained, the insurance business is 
concerned with pure risk only. Other types of risk also create 
burdens for society, and it is desirable that they should be 
eliminated as far as possible. The principle of mass stability 
may be, and is, applied to this problem through the operations of 
speculators and other risk bearers. Were this a general treatise 
on risk and risk bearing it would be necessary to discuss these 
practices and their relation to economic well-being. This, 
however, would lead too far afield from the main subject, and the 
student interested in the wider field is referred to the general 
treatises on the economic theory of risk and risk bearing for an 
adequate discussion of these other practices.^ 

^ See, for example, C. 0. Hardy, “Risk and Risk Bearing.” 
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Insurance vs. Gambling. — The transaction by which risk is 
transferred from the individual to the underwriter resembles in 
many respects a bet and is often referred to as such. It is said, 
for example, that the householder bets $20 that his house will 
burn within a 3-year period against the insurer’s wager of $3,000 
that it will not. The resemblance, when the transaction is 
stated in this form, cannot be denied, and it is often claimed that 
insurance is, in essence, gambling. It is desirable to examine 
this point and to establish whether the similarity between 
insurance and gambling is essential or merely superficial. 

Gambling. — A bet on the way a coin will fall, or on the result of 
a horse race, will be readily recognized as gambling. Before the 
bet is laid, the fortune of neither of the betters can be influenced 
by the uncertain future event. Neither is subject to a risk on 
account of it. After the bet has been made, each is subject to a 
risk of loss — though more thought is usually given to the possible 
gain. By the transaction a risk was created for each. A bet at a 
gambling table or roulette wheel at the Casino at Monte Carlo 
or Deauville is made under different conditions. The gambling 
house is daily handling large numbers of such transactions and is 
subject to no appreciable risk as the law of numbers applies. 
The new bet merely adds one more to the number of transac- 
tions, tending thereby further to reduce the small margin of 
risk due to slight irregularities in the way the transactions turn 
out. Although this is true as to the “house,” it is not true as to 
the man who made the bet. He was subject to no risk before he 
bet. The bet created the risk. An examination of any number 
of gambling transactions would reveal the same condition. The 
essence of the transaction that makes it gambling is the arbi- 
trary^ creation of a risk, either for the thrill it may give or because 
it is estimated that the chance of gain exceeds that of loss. Since 
risk is immical to economic progress, gambling is antisocial. 
In general, in the ynited States, gambling contracts are not 
enforceable, and most Torms of gambling are unlawful. 

The gambling contract might be in the form of an insurance 

' A risk is sometimes created as a necessary condition of social service, 
as when one builds a house and creates the risk of loss by its destruction by 
fire. But the creation of risk in this case was incidental and not the purpose 
of the action. It is, of course, not gambling. 
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transaction, as when one takes out a policy of fire insurance on the 
property of another in which one has no financial interest, or a 
policy of life insurance on the life of another whose death would 
not in any way cause one loss. There is a double reason for 
prohibiting such contracts; they not only create unnecessary 
risk, but they tempt to the crimes of murder and arson. Such 
life-insurance contracts were at one time permitted and enforce- 
able in England, but recognition of their true nature and danger- 
ous character caused them to be prohibited in the eighteenth 
century. 

Insurance, the Reverse of Gambling . — The true insurance 
contract accomplishes exactly the reverse of the gambling 
transaction. Prior to its negotiation the individual is subject 
to the risk insured against. After its issuance he is not. The 
insurance carrier, by combining the risk assumed with that of 
many others, destroys it as a risk, a certainty or near certainty 
resulting. 1 This is a high social service, and the activities of 
insurance carriers are promoted and safeguarded by wise public 
policy. 

Speculation. — Some underwriters have in the past taken risks 
of which too few existed to permit the operation of the law of 
large numbers. As an example may be cited agreements to 
indemnify in large amounts famous violinists for loss due to 
injury to fingers. It is commonly understood that there are 
underwriters at Lloyd’s, London, who are willing to issue policies 
insuring against almost any type of risk, however singular or 
spectacular, be it only a real risk. This is spoken of popularly, 
often with ridicule and contempt, as being mere gambling; but 
according to the forgoing analysis and definition of gambling 

* The residual risk in the mass of rislcs assumed and combined by insur- 
ance carriers has a value by definition equal to the probability of loss 
multiplied by the amount at risk. This is not the same probability as that 
to which the individual was subject, but the probability of a departure 
from the average. This varies according to the size of the departure but 
is much less than the original probability. It may also be a positive or 
negative departure and thus tends to a balance. Further, the burden of 
risk, as has already been indicated, is dependent, not on the absolute 
possible loss, but on the possible loss in proportion to resources. This again 
is much less in the case of a well-managed insurance carrier than of the 
average individual. 



28 


INSURANCE 


such practices are not properly so described. There is no creation 
of risk. Violinists of first rank, very clearly, are exposed to risk 
of very large loss from injury to their fingers. Neither does it 
apparently come within the definition of insurance, since the risks 
are too few in number for any underwriter to get a satisfactory 
volume to give a reasonable average, i.e., to permit the operation 
of the law of large numbers. The qualification should be noted 
that underwriters covering such risks usually cover a large 
number of risks of varying types, though each may be unusual 
in itself. In such a business there is often found a stability 
in the mass that resembles in greater or less degree that developed 
from a large number of like risks, but, even though there were 
not this limited application of the insurance principle, the case 
would be quite different from the gambling transaction. It is a 
transfer of already existing risk, not the creation of new risk. 
Though no elimination of risk may take place, this transfer is not 
inimical to social welfare unless it is from stronger to weaker 
shoulders, or promotes such indifference to prevention as to 
increase the actual losses occurring. Usually the transfer is 
from the weaker to the stronger. Those assuming the risk 
divide it among themselves so that they are in a better position 
to stand it than he who was originally subject to it. Among 
insurance men such transactions are known as “speculative 
transactions” or “speculative insurance,” or more briefly, 
“speculation.” It will be apparent that there is considerable 
resemblance to those transactions in the commodity markets 
usually called “speculative.” Speculation, when used in connec- 
tion with insurance, may be defined as the transfer of risk without 
amalgamation and without redistribution. 'Such transactions 
do not perform the social service of insurance, viz., the elimination 
of risk. The incidence of the actual losses that occur is still 
haphazard. The social gain, if any, is the transfer from one less 
able to stand the shoqk to one more able. 

If it is not known, when a new type of risk is offered for insur- 
ance, what is likely to be the actual average value of the risk and 
if its probable volume at the outset is limited, the underwriting of 
such insurance is speculative. For example, rain insurance, i.e., 
the insurance of the proprietors of outdoor exhibitions against 
loss due to untimely rain, was begun in a very tentative way. 
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Although, in the records of the Weather Bureau, there were data 
from which the risk could be estimated, the volume of insurance 
that could be obtained was felt to be too limited to develop aver- 
age conditions. Now, with the data to estimate risk and the 
experience of a past volume of business to serve as a guide in 
other respects, it has passed from the speculative ts^pe to the 
true insurance type of transaction. 

If, in the speculative transaction, the risk tends, after transfer, 
to be greater than before, the transaction tends toward gambling, 
and is antisocial because it imposes an additional impediment to 
economic advance. 


SUMMARY 

1. An individual enterprise subject to a very large number of 
similar risks may be able to apply the law of large numbers within 
itself, requiring no external machinery to eliminate risk. 
Although, with the tendency of industry to concentrate in 
large units, the numbers of such enterprises are increasing, they 
still form a small part of the whole. 

2. The law of large numbers may be brought into play on 
behalf of those exposed to one or a small number of risks, either 
by cooperative effort and pooling of risk (transfer from individual 
to group), or by transfer to professional risk bearers, Hz., under- 
writers or insurance corporations. 

3. In the process of such transfer the loss is also distributed 
over all subject to the risk. 

4. Although the transaction of insurance has some resemblance 
to certain forms of gambling, it is in essence the opposite, gam- 
bling always involving the creation of risk, and insurance its elimi- 
nation. Between the two are speculative transactions having closer 
resemblances, sometimes to the one and sometimes to the other. 

5. Insurance, while eliminating risk and redistributing loss, 
does not, in so doing, reduce loss, and the existence of insurance 
does not justify inattention to prevention of loss. 
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The cost of risk, although real, is of a secondary sort. It 
arises-largely from the psychological effect upon human action of 
possibility of loss, and of uncertainty whether it will actually 
befall the individual. In addition to this burden, society must 
bear the undiminished burden of actual loss. 

Prevention More Desirable than Insurance. — Even when the 
risk cost is eliminated by insurance, the service cost of conducting 
the insurance business (and this is not negligible by any means) 
is added to the loss. Therefore, though a particular type of loss 
cannot be wholly prevented, there will be social gain if it can be 
reduced because of the reduction of the loss and the reduction in 
the cost of the insurance service, which tends to increase roughly 
in proportion to risk. These propositions are axiomatic but 
they are generally overlooked or forgotten. “I am insured. 
I should worry!” is all too often the public attitude, and if, after 
reading the account of a disaster, one reads the trite falsehood, 
“Loss fully Covered by insurance,” one sinks back into a com- 
placent satisfaction with the workings of the economic organi- 
zation and passes to the next item. 

American Indifference to Prevention. — This is notably an 
American attitude. In a country of vast resources only partly 
tapped, it is natural for people to try to use what they have to the 
utmost and rush ahead to get more, rather than “waste” 
precious time in the slower process of saving and trying to add a 
little to the accumulated store. It is, of course, true that all 
manufacturing consists in the destruction of certain things hr 
order to change the form of the materials of which they are made 
into . more useful things. Thus, coal is burned and iron ore 
smelted to make steel; trees are cut down and sawed up to make 
lumber; other materials are used to make glass. Out of these 
products houses are built and other useful things are made. 

30 
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Our purpose would have been defeated and our advance retarded, 
if these processes had been interfered with or prevented. 

Gain from Prevention.— There is a vast difference between this 
destruction of raw materials as such, and allowing the house to 
stand without paint until it rots away under the wear of the 
elements. The destruction of the raw material in the first case 
was not a loss but a gain, for out of the destruction came some- 
thing more useful. In the second case there was real loss. As 
long as the cost in labor and material of safeguarding what one 
has is less than the cost of replacement multiplied by the proba- 
bility of loss without such safeguarding or, in other words, as 
long as the aggregate annual cost to all individuals of prevention 
is less than the average aggregate loss prevented, clearly there is 
social gain in prevention. 

The general principles of preventive and protective effort may 
now be considered. The practical application of these principles 
to each of the fields whei’e loss may occur is an engineering 
problem related to that field. Discussion of such specific 
problems in detail will not be attempted, but an endeavor will 
be made to give a sufficient number of illustrations to make clear 
the meaning of the general principles discussed and to show the 
relation of the specific problems to the insurance business. 

Types of Preventive and Protective Efforts. — ^Preventive and 
protective efforts fall into four classes: 

1. Truly preventive, the purpose of which is to eliminate the 
causes of loss and which is usually structural in nature. In 
the case of physical property it is most effectively applied ip 
the planning and construction of the house, machine, or other 
property. 

2. Protective or quasi-preventive, the purpose of which is to 
protect. things or persons subject to damage. 

3. Minimizing, the purpose of which is to limit damage to as 
small a compass as possible. 

- 4. Salvaging, the purpose of which is to preserve as much as 
possible of the value of damaged property. 

The world not being in a series of compartments but a con- 
tinuous whole, there is some overlapping of classification so that 
some efforts fall into two or more classes but, generally, the 
types may be distinguished. Each of these classes may now be 
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examined from the point of view of its effectiveness, its agencies, 
and its promotion. 

True Prevention. — ^Preventive efforts of a fundamental or 
structural sort are the most effective. A fireproof house' 
cannot bum. A machine with nonremovable guards which 
make it impossible for a person to come in contact with moving 
parts cannot injure its operator. It may often be beyond 
the limits of practicable efforts to go so far. Much, however, 
may be done to prevent loss by proper stmctural safeguards. 
European cities, built largely of brick and stone, have a much 
lower fire-loss record than American cities. The old city of 
Salem, N. C. (part of the modem Winston-Salem) has had an 
almost perfect record, largely because it was built of brick by a 
Moravian community, rigidly in accordance with standards of 
fire protection. The city of Denver, Colo., has an enviable 
record owing to the absence of wooden structures. Much reduc- 
tion in industrial accidents has resulted from improved machine 
building under the influence of the safety movement following the 
passage of workmen’s compensation laws. Many devices are 
now safely used in homes, the predecessors of which in the 
factory were regarded as most hazardous, e.g., power ironing 
machines and centrifugal extractors. Probably the most strik- 
ing example of tme preventive effort is the elimination of the 
yellow-fever menace in the Canal Zone and the Gulf states by 
mosquito control. 

The beginning of such efforts must be in community sentiment, 
e.g., a demand for an adequate building code and its enforcement. 
Such a code should deal with materials, design, and equipment.® 
Likewise an adequate and enforced safety law is the beginning of 
industrial safety in machine design. Suitable sanitary codes are 
an essential in the prevention of loss due to sickness. The same 
principle applies to all fields. 

Hazards change \^th the progress of science and invention, 
and such codes, to be effective, must be kept up to date. As 

' It is said that there can be no completely fireproof building, i.e., one 
which cannot be damaged to any extent by fire. 

* A model code was prepared by the National Board of Fire Underwriters 
in 1905. It has been revised from time to time to keep it in line with increas- 
ing knowledge of hazards and safeguards. A standing committee of the 
Board is charged with constant study of the subject. 
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legislative machinery is usually cumbersome and slow moving, 
gome communities have passed general statutes providing 
for such codes and have delegated to special commissions, 
employing competent engineering and other assistance, the 
framing and correcting of the specific codes. ‘ The prime essen- 
tial in this respect, however, is an aroused public sentimedt in 
favor of safe conditions and, consequently, of a good code and its 
enforcement. Even better is the ingrained habit of safety as with 
the Moravian settlers of Salem. This is not the usual heritage of 
our conglomerate American city populations. Of course, the 
code of itself is not preventive. It is construction in accordance 
with the code, and the efforts of individuals to surpass the code, 
that bring progress. 

Insurance Carriers’ Preventive Efforts. — Development of 
good practice in preventive effort depends upon knowledge 
of hazards gained in the past by experience and by laboratory 
tests. The Underwriters’ Laboratories, Inc., which is sponsored 
and controlled by the National Board of Fire Underwriters, 
makes it its business to test in the laboratory fire-resisting and 
fire-controlling materials and devices, and the fire hazards of 
various processes. Devices and materials tested by it and 
manufactured under its specifications are permitted to carry 
labels certifying to their classification in accordance with such 
findings. More recently, the Laboratories have undertaken 
similar tests of machine design and safety devices. Mutual 
companies not affiliated with the National Board have similar 
laboratories, and there are several organizations in different 
countries of the world for inspecting and certifying ships. 

If efforts along these lines are effective and the loss cost is 
reduced, it should be reflected in reduced insurance cost. Expe- 
rience has shown that this is the case. By adjusting rates to 
the loss-preventive effect of structural conditions and of other 
true preventive effort, insurance carriers encourage better 
conditions and, to the extent that such adjustment is accurate, 
may direct effort and expenditure into the most effective channels. 

l^otection. — Protection is less effective than prevention 
and is not a substitute for it; but, if property is subject to loss, 

* In New York, for example, the Industrial Board is charged with framing 
the Safety Code, and the Industrial Commissioner, with enforcing it. 
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protective effort is in order up to the limit of practicable cost. 
Protective efforts against certain types of risk are undertaken 
at lajrge cost by all communities, yet, even in regard to these 
types, there is opportunity for the individual owner to supplement 
the community effort. As to other types of risk the matter 
rests largely with the individual. The most conspicuous pro- 
tective efforts are the maintenance of police departments for 
protection against loss duo to crime, to fire, and more recently, to 
vehicular traffic. Elevator and steam-boiler inspection is 
undertaken by the governments of most of the states, though 
the inspection of authorized insurance companies is usually 
accepted in lieu of such public inspection. The purpose of 
inspection is to see that conditions are not present which are 
likely to cause loss.‘ Safety inspection of factories is undertaken 
both by the state and the insurance companies, with a view to 
eliminating causes of loss due to weakened structural conditions 
or substandard conditions in buildings and equipment, or to 
hazardous processes and unsafe practice. This is true preventive 
work, but it takes on also the character of protective work, 
since it results, when structural conditions cannot be changed, 
in the requirement of protective measures. Periodic watchman 
service, especially if checked with a recording clock, is a safe- 
guard against loss by theft, fire, and other causes, such as water 
leakage. These latter efforts, however, partake also of the 
nature of the third class. One of the most potent efforts in the 
protective class is the campaign of education in “safety first” 
applicable to all types of risk, tending as it does to the discovery 
of weak points before they give way. As before, a suitable 
allowance in the insurance rate for the effect of these efforts tends 

* It is often contended that insurance of steam boilers, a few other similar 
types of insurance, and surety bonding are not in essence insurance because 
their major purpose is prevention. It is to be said in favor of this argument 
that, in these linfs,'' the effort is not to measure the risk but to charge a fee 
for inspection and selection service with a margin for the undiscovered risk. 
This margin is not fixed, however, and there is a certain measuring of 
residual risk in determining it for various classes of risks. In most lines of 
insurance it is not feasible to go so far, though all carriers have so-called 
“prohibited lists” of types of risk which they will not accept, and some 
carriers require risks to meet certain standards of prevention and protection 
before they will cover them. 
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to stimulate them and turn them into the most productive 
channels. This allowance is only equitable since, if the function 
of insurance is to combine risks and distribute the loss of the mass 
over the individuals, each individual should be charged only 
in the proportion that he tends to contribute to such loss. In 
certain iLuropean cities the citizen on whose premises a fire 
originates is held liable to the city for the cost of calling out its 
fire fighters, and to his neighbors for damage to their property 
unless he can prove the fire was unpreven table. ‘ 

Efforts to Min im i z e Loss. — Probably more community effort 
and money are expended in seeking to minimize loss than in any 
other direction. For under this head falls the maintenance 
of fire departments, of water supplies for fire fighting, and of 
other emergency equipment and organizations. Such efforts are 
necessary, but a much smaller fire department can effectively 
serve a city in which frame exteriors and shingle roofs do not 
exist than one where the major part of the construction is of 
that type. A much smaller expenditure is required for medical 
service when water and milk are properly inspected and safe- 
guarded against infection than when such work is not done. 
It has been found much more effective in military organizations 
to inoculate against typhoid fever and similar causes of disability 
than to rely entirely on hospital facilities and quarantine for 
those who may become infected. Efforts to minimize loss are 
not to be neglected, but the need of such efforts will be much 
reduced by effective measures for prevention and protection. 

Probably no device for minimizing loss is more important than 
the automatic sprinkler system now so widely used in manu- 
facturing and mercantile establishments as a protection against 
fire. These systems consist of overhead water pipiiig with 
valves spaced at about 8-foot intervals. The valves are kept 
closed by a lever held in place by fusible material and are faced 
by a small baffle plate. When opened they throw a spray 
over a circle about 8 feet in diameter. Excessive heat will 

‘ It is a long-standing rule of the law of this country that one must respond 
in damages for the consequences of negligent actions. Technical defenses 
as well as insurance against judgments on account of such neglect have, 
however, lessened the fear of consequences so that the preventive value of 
the rule is somewhat doubtful. 
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release the lever and open the valve, usually extinguishing the 
incipient blaze or at least holding it in check until the arrival 
of the firemen. A thermostatic alarm is usually coupled with 
the system to call the fire department or a watchman for, if 
this were not done, in many cases the water damage might 
exceed the fire damage. 

Salvage. — Salvage operations arc profitable if the salvaged 
property represents a value greater than their cost. Whatever 
net recovery is had by salvage operation on insured property 
directly reduces the loss to be paid by the underwriters. Salvage 
operations are conducted by underwriters in many lines of 
insurance, notably by marine underwriters in connection with 
the recovery of ships and cargo. Salvage operations are seldom 
conducted by community efforts, though the police recover 
much stolen loot, and fire departments and coast-guard corps 
endeavor at great cost to save lives threatened in burning 
buildings and marine disasters. 

Fighting fire involves more or loss water damage to goods, 
even if they are not directly damaged by fire. Underwriters in 
nearly all communities of any size have organized Underwriters' 
Fire Patrols which respond to fire alarms, spread waterproof 
coverings over goods, and otherwise prevent further loss. Such 
patrols are given the same right of way on the streets as the fire 
department apparatus. In some cases they are maintained by 
voluntary organizations of fire-insurance carriers; in others, all 
fire-insurance carriers are required by law to contribute to their 
maintenance. Superficially, such efforts seem to be purely selfish 
since they are concerned only mth the reduction of the loss to be 
paid by the company. But, in the long run, because of competi- 
tion or state regulation of rates, or often of both, the rates charged 
the public mil equal the net loss plus the cost of doing business. 
In any event, the preservation of property is a community gain. 

Another type of salvage operation, frequently carried on by 
special organi^tions is the reconditioning for sale of smoke- and 
water-damaged goods. 

Similar in nature and result are the rehabilitation efforts 
made by insurance carriers and others in behalf of workers 
injured in the course of their employment and entitled to benefits 
under workmen's compensation acts. Insurance carriers are 
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prompted to offer such claimants the best type of rehabilitation 
treatment because it will reduce the cost of the compensation 
they are required to pay. But the victims of industrial accidents 
and the community profit much more than the insurance carriers 
by their restoration to earning power. 

Salvage operations, however, are but a negative sort of 
preventive effort. Far more importance must be attached to 
positive efforts of prevention and protection. 

Insurance Carriers and Prevention. — To solve the problem 
of fixing a proper rate for each risk presented for insurance, 
underwriters must study hazards and the relative effectiveness 
of means of reducing them. Naturally, they have come to be 
looked upon as experts and leaders of the community in pre- 
vention. It is to be said, with regret, however, that until 
comparatively recently the underwriters had not fully realized 
and responded to their high opportunities. As early as 1764 
the un derwriters at Lloyd’s, London, had compiled and issued 
for their own use “books” (the precursors of the modem shipping 
registers) expressing their opinion of the hazard value of existing 
shipping. These were carefully guarded by their owners, 
however, and there appears to have been no effort to improve 
shipping or shipbuilding. 

The first efforts at prevention or protection by the insurance 
business, of Avhich we have records, were made by the first 
joint-stock and mutual fire-insurance companies formed in 
London after the great fire of 1666. Since, with fixed premiums, 
whatever salvage was made went to the profits of the companies, 
their managers early saw the value of salvage efforts. These 
companies organized and maintained uniformed private com- 
panies of fire fighters, and equipped them with such simple 
devices as were available in that day. The companies also 
devised markers or house plates to identify the houses insured 
by them. When not engaged in putting out a fire in an insured 
house or in salvaging the contents, the firemen were free. It is 
stud that often, on observing a fire, they would run to the house 
andj if they found it was not insured by the company by which 
they were employed, they would bargain with the owner for the 
best reward he would pay for their aid. House plates and private 
fire brigades were also used in earlier days in the United States, 
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These efforts, it will be recognized, were only of the socially 
less profitable classes, though there is record of a company in 
Philadelphia which, in colonial days, declined to insure houses 
with trees in front of them because trees were found in some 
instances to have handicapped the efforts of fire fighters. This 
was a crude and probably ill-judged effort at improvement 
of the risk, but it can hardly be classed as truly preventive. 

In the early part of the last century, the attitude of insurance 
company executives was that it was their business only to 
measure hazards and collect premiums to cover losses. It was 
the owner’s duty to attempt prevention. Thus, when the owner 
of a textile mill in Providence, R. I., sought advice on preventive 
measures, he was rebuffed. This lack of interest on the part 
of the established companies, together with their unwillingness 
to cover certain parts of the mills, and their crude rating system 
which did not allow credit for protective efforts, led to the 
formation of mutual companies among the mill owners for 
insuring their premises and specializing in preventive efforts. 
The severe competition so developed opened the eyes of company 
executives to the error of this policy, and their attitude has since 
completely changed. In view of the slo-wness of the business 
world as a whole to abandon the theory of trade secrets as 
against high public service as a means of trying for competitive 
advantage, this attitude is- understandable. 

Fire and Marine Insurance . — In the present day, the leaders in 
preventive effort in all lines are the insurance carriers. The 
knowledge acquired in investigating losses and their causes 
equips them to be leaders in such work. In fact, they have 
gbrie much further and have promoted research to develop 
new standards and better practice. Lloyd’s and the various 
organizations of marine underwriters in different countries 
have representatives in the leading shipbuilding centers and world 
ports for the supervision of construction and repair of ships. 
They have developed most efficient marine intelligence offices 
and have been instrumental in the passage of legislation for 
proper loading limits and other safeguards. Among the primary 
functions of the National Board of Fire Underwriters are the 
prevention of arson and the development of fire prevention 
and protection. Attention has already been called to the Board’s 
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development of an ideal city building code, and its operation 
of the Underwriters’ Laboratories. Of great significance is the 
work of the Board’s engineers in surveying and grading the 
towns and cities of the United States from the point of view 
of their fire hazards and protection against them, including, 
among other things, water supply, building construction, street 
arrangement, and fire and police departments. Although these 
investigations form the basis for establishing insurance rates, 
recommendations for improvements are also embodied in such 
reports. 

Reformation from without is always difficult and distasteful. 
The most effective work must be by education so that the desire 
comes from the public. The National Board has, therefore, 
encouraged in every way the work of the National Fire Protection 
Association, which is composed of public officials and others 
interested in the prevention and control of fires, and is organized 
for the purpose of furthering such work. 

Life Insurance. — The. life-insurance companies have not, until 
within the twentieth century, realized the opportunities which 
lie before them for life conservation. At the present time, the 
more progressive companies are active in this work in two ways: 
first, they have incorporated in their policies (for appropriate 
premiums) clauses granting certain benefits in event of total 
disability of considerable duration which tend to life conserva- 
tion by relieving many invalids of financial worries and by ena- 
bling them properly to care for themselves, often resulting in the 
checking of diseases like tuberculosis;* second, they are freely 
furnishing statistical data to those interested in public health 
work. Some of the companies insuring for small sums the mem- 
bers of the industrial classes also furnish a free visiting-nurse service^ 

Workmen’s Compensation Insurance . — With the adoption of 
workmen’s compensation laws, which specify benefits and make 
rates for the required insurance subject to state regulation, 
insurance competition in this field has centered in no small 
degree upon service to the insured employer. Rate reductions 
can be brought about only by reduction in hazard, and definite 

* The interpretations giVen these clauses and the tendency to claim benefits 
under conditions not anticipated by the companies have resulted in a radical 
curtailment of the benefits. 
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schedules, allowing- rate reductions for better than average 
conditions and requiring penalties for poorer conditions, are 
in use in some states.^ Insurance rates also are modified in 
accordance with the losses experienced on individual risks. 
Although inspections are made by central rating offices for the 
application of these schedules, the carriers very jealously reserve 
to themselves the right to make safety recommendations for 
plant improvements; and they vie with each other in the services 
they offer. 

The insurance carriers liberally support the National Safety 
Council, an independent body for the promotion of safety in 
factory operations and in life in general, as well as other safety 
organizations. Special advice in safe practice and inspection to 
find where improvements can be made, with proper rate conces- 
sion for the improvements, are offered by the carriers of many 
types of insurance. 

The loss statistics of insurance carriers furnish essential infor- 
mation on hazards. But, as has been well said by the late 
Edward Atkinson, President of the Boston Manufacturers 
Mutual Fire Insurance Company, a recognized authority on 
protection and prevention, “The only persons who can prevent 
loss by fire are the owners and occupants of the insured premises.” 
The same principle applies equally to other hazards. It has been 
said that the best safety device is a careful man. The insurance 
carriers show where efforts should be especially concentrated; 
they show what is best practice in safeguarding at that point; 
they offer suitable concessions from the average rates for superior, 
and impose penalties for inferior, conditions or even refuse 
coverage if conditions are too bad. Thus they appeal to the 
pocketbook, which is said to be the strongest appeal. Beyond 
this they cannot go. Thenceforward, prevention-is a matter for 
the individual and the community. 

Insurance asr i. Cause of Loss. — In one respect, the existence 
of insurance militates against safety: when full, or nearly full, 
insurance leads to a spirit of recklessness and develops the hazard 

* Schedule rating was formerly in general use, but has been abandoned in 
several states because general improvement has been reflected in basic rates, 
and the slight differences in rates were thought not to justify the expense. 
Experience rating is now generally applied. 



PREVENTION OF LOSS 


41 


of a broken morale, or, when overinsurance leads to a true 
moral hazard. The carriers have sometimes been criticized 
for negligence in permitting overinsurance, particularly in 
the case of small amounts of fire insurance on household goods. 
One flamboyant exhibit was arranged by a fire department which 
had comissioned a man to seek insurance on household furniture 
at various locations in the city far in excess of the property on the 
premises. A hall was then rented, and in separate booths 
constructed about the walls were shown the few poor articles of 
furniture which had been in each of the premises, the insurance 
policy obtained being displayed beside them. It was intended 
to substantiate the charge that neglect to inspect the furniture 
had made overinsurance possible and that, therefore, the over- 
insured were tempted to arson. That the temptation would be 
presented by such conditions can hardly be denied, but the degree 
of temptation is not so great as appears at first glance, for the 
insured know that their claims will be carefully scrutinized and 
that in an apartment or tenement building, total destruction 
that would conceal the fraud would be unlikely. Before the 
carriers are condemned on these charges, consideration should be 
given to the expense involved in complete inspection of every 
such risk, and to the probable ineffectiveness of such inspection in 
view of the movable character of the property. 

That not only fire losses but losses from most hazards exceed 
what they should be must be admitted. That a certain amount 
of such loss is due to effort to perpetrate fraud on insurance 
carriers cannot be denied, but the proportion is probably rela- 
tively small. Neither can it be denied that the existence of 
insurance and certain insurance practices may have caused in 
some cases an increase in hazard. But the major cause is to be 
found in public apathy. 


SUMMARY 

1. Loss prevention is greater in its potentialities for public 
service than risk elimination, and has four phases: 

a. True prevention (usually structural). 

b. Protection. 

c. Minimizing of loss. 

d. Salvage. 
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2. Insurance carriers have unusual opportunities for determin- 
ing the most effective measures in each of these lines and, in 
recent years, they have used them to develop information and 
make it available to the public. They have, where possible, 
added inducements of a pecuniary nature for such measures and 
have, of their own initiative and at their own expense, maintained 
the means for salvage. 

3. It is unfortunate that the public is apathetic toward the 
problem of fire and other losses, but there are signs of an awaken- 
ing of the public conscience in this regard. 
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PaH II 

INSURANCE CONTRACTS 

INTRODUCTION TO PART H 

To most people, insurance policies are everyday affairs. 
They are taken as a matter of course. Few businessmen 
read them. Still fewer understand them. When they find 
the obligation of the insurer not so full as they believed it to 
be, there is a tendency to assume wrongdoing on the part of 
the insurer and, in righteous indignation, to rush to the 
legislature for remedy. 

Much of this irritation would be avoided if there were a 
clearer understanding of insurance contracts. They are not 
difficult of comprehension if carefully and systematically 
studied. It is the aim of the following chapters to give such 
a comprehension by pursuing a systematic plan of analysis. 

A foundation has been laid in Part I, in which was developed 
the concept of the insurance contract as the means through 
which risks are transferred and eliminated. 

Chapter V will be devoted to general considerations, and 
the remaining chapters to the contracts used to cover the 
more important types of hazard. 

CHAPTER V 

FUNDAMENTALS OF INSURANCE CONTRACTS 

By tradition, first, and later by statutory enactments, the 
business of assuming pure risks for the purpose of neutralizing 
and eliminating them has come to be divided into several 
branches, according to the type of risk dealt with. Since the 
contract of insurance must do three things clearly: first, define 
the risk transferred, second, state the conditions under which the 
contract applies, and, third, make plain the procedure of settling 

43 — 
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the loss that may occur, the forms of contracts used in the several 
branches differ in a greater or lesser degree. It will, therefore, 
be necessary to consider the peculiarities of each major type of 
insurance. Fundamentally, the aim is always the same, and 
there are broad underlying principles which apply to all branches. 
It is the purpose of this chapter to discuss these common 
fundamentals. 

Only Financial Risk May Be Transferred. — If A is owner of a 
property and is subject to risk from its possible loss and the risk 
is to be transferred to B, then, upon the transfer, if it is to be com- 
plete, A must be free of all risk in the matter and B must be sub- 
ject to the same risk to which A was previously subject. In Part 
I, it has been tacitly assumed that this was generally possible, 
but it is necessary to impose limitations. A few examples will 
clear up the matter; Let the property be a house. A might sell 
the house to B. Then, A would be free from the risk of the 
house’s destruction, and B subject to it. A might enter into a 
contract with B that, if the house bums, B would rebuild it. 
The transfer is not quite so complete here. For, although A 
would have a new house, he would have to wait until B could 
build it and, although B would have to build a house, he would 
have none of the other inconvenience A would have. A might 
contract with B to furnish the funds for rebuilding instead of to 
rebuild. This would leave him perhaps in a better, and perhaps 
in a worse, position than before, depending on whether he would 
prefer the new house or ready cash. B would be relieved of the 
responsibility of having the house built. 

Suppose it was an original Corot that A possessed. Could he 
transfer the risk? By a sale, yes. He could not contract to have 
it replaced because it could not be replaced. He could contract 
for the payment of an indemnity equal to its value. B would 
then have a risk of loss of the value. A would still have the risk 
of the physicaldoss of the picture but would have it replaced by a 
value by means of which he might obtain equal pleasure and 
benefit. A would not have transferred to B his precise risk. 

Suppose that, instead of a house or a Corot, the property that 
might be burned was a crude table, fashioned by the hand of a 
boy, his son, who, in his early manhood, had been killed in war. 
The father cannot place a value upon it, so precious does it seem. 
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He could not sell it for a dime, for to another its value is only 
kindling. Can he transfer his risk of loss? How? There is no 
contract the mind of man can devise that would take the risk of 
that loss from A and transfer it to B. 

It is apparent then that it is impossible to transfer every risk. 
Risks of loss of sentimental values cannot be transferred. Risk 
of loss of unique physical values can be transferred by sale of the 
object, but not without parting with the ownership which makes 
loss, and hence risk, possible. It cannot be transferred by a con- 
tract of replacement of any kind. 

Risk of loss of the market or replacement (cash) value of any- 
thing may readily be transferred, for such value is expressed in, 
and represented by, the medium of exchange. 

It is with the latter risk — of loss of cash value — and with this 
risk alone that insurance deals or attempts to deal.^ 

Form of the Insurance Contract. — Stripped of all the verbiage 
involved in designating the risk, and in defining how loss shall be 
proved and collected, and reduced to its simplest terms,*^the 
insurance contract is a promise of one party (the insurer) that, 
in consideration of th e paym ent, or the promi se of pa ymehtTof a 
sum of m oney (the prem iu m)^ by t he other p arty (the insured), 
the first part y will, in case the ris k ev e ntuat es in loss of a cash 
value, pay to the oth^ party that cash valu e, usual ly^p to an 
agreed iSS^dlBum limitr^~'This is clearly ~a transfer oT the risk of 
cash-value’ Ibs^s from the one party to the other. Assuming the 
maximum was not set at too low a figure, A would be free from 
financial risk, and B would have assumed A’s financial risk. 


‘ An apparent exception is life insurance, since it is often assumed that a 
human life cannot have a cash value placed upon it. It will be noted, 
however, that the insurance gives a cash benefit only on failure of the life 
as though that were its cash value. This matter will be discussed more fully 
in Chap. X. Sometimes, when insurance carriers are convinced that moral 
hazard is not present, they will insure property of unique or sentimental 
value for an agreed sum. Thifs a quasi-market or cash-value risk is trans- 
ferred though, as must be apparent on reflection, the risk of loss o^he senti- 
mental value is untouched, for it is i ntangible . 

* There are usually also other considerations in the nature ot representa- 
tions and agreed conditions. See pp. 52 and 56. 

® Certain types of contracts provide for the rendering of services rather 
than the payment of money, but this is not different in principle since they 
are the equivalent of the cash value of the expense loss of the insured. 
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The remainder of the contract defines the risk transferred, states 
the conditions of its transference, determines how a loss shall be 
proved, and how it shall be paid. Though the latter points may 
be of large importance in a practical case, in considering the 
fundamental character of the contract they are merely ancillary 
and incidental. The essence is the evidence of transfer of risk 
and definition of the risk transferred. 

A Contract of Indemnity. — If the essential pu rpo se of the 
contr act is to r eliev e the insur ed(A .) from risk by transferring 
it to another (B) a nd if t he form of tl^ contract’ is a promise of 
B to pay A when the loss occurs, it is appareiri that tlie contract 
i s one of indemnity, and indemnity_onJy. A is to be paid only 
in event of loss. ~He should be paid only the cash value of his 
loss. If he is to be paid more than the cash value of his loss, 
something more has been done by the contract than merely to 
transfer A’s risk to B. A is offered not only freedom from risk 
but the chance of profit. Where, before the contract was 
entered into, he was subject to a risk of loss, he now has no 
risk of loss but a chance of gain. 

It has already been noted that, whatever may be the condition 
after a loss, for example by fire, of the owner by reason of his 
insurance contract, society is poorer by the loss of physical 
wealth. Clearly, if A is to gain by destruction of his propert y, 
by reas on of his insurance contrac t, he will be und^er c onstant 
te mptation to destroy it , to co mmit an antiso cial act. From this 
it may be concluded that considerations of public policy also 
dictate that the insurance contract must be strictly a contract of 
indemnity. It is a well-settled principle of law that the insur- 
ance contract is a contract of indemnity and indemnity only. 

Valued Polices . — There are, however, certain apparent excep- 
tions to this principle, at least one of which is very old. It 
is a long-established custom in marine insurance to name in 
the policy the v/ilue of the property insured and to pay this value 
in event of total loss. The insurance carrier will not be heard 
to claim a value less than that agreed upon. Such a policy 
is a valued policy. Were property often overvalued in such a 
policy, serious evils might result. Fortunately such has not 
often been the case, though the opportunity exists. The prin- 
ciple of indemnity is, however, controlling in insurance law and. 
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if it can be shown that the overvaluation was gross and inten- 
tional, such as to make the contract essentially a wager, the 
contract is unenforceable. The custom was, at the time it was 
first adopted, and still is, of importance as an aid to fair and 
proper claim settlements. 

The practice of marine insurance began before the days of 
steamers, or even of regular lines of carriers and long before 
telegraphic and other means of rapid communication. Hence 
it might be months after a loss occurred before it w’as known, 
especially if the vessel foundered. Sometimes the precise date 
of loss could not be fixed. The value of goods varies from time 
to time, as well as from place to place. If t he date of loss could 
not be fixed, how could the value be fixec^ Since goods arc 
shipped to places where they are expected to be more valuable 
than at the point of shipment, clearly the value at the point 
and time of departure might be presumed to be too low. Evi- 
dently much controversy may be saved if a basis value on which 
to adjust the loss can be fixed in advance. So long as the value 
is not excessive, this act of convenience docs not violate the 
principle that the contract is one of the indemnity only.‘ 

Life-insilfa^nce contracts are written for a fixed amount and the 
weekly indemnity under disability policies is also a fixed amount. 
But who can fix a money value on a human life ? As most men do 
not insure their lives for more than a small fraction of the present 
value of their future expected earnings, the chance that the 
amount received by the beneficiary would exceed the loss is 
remote. 

The case of the accident policy is not so plain, but great care is 
exercised by insurance carriers to see that the total indemnities 
promised in all insurance carried do not exceed the value of the 
insured’s time. 

Some states prescribe by law that, in the event of total destruc- 
tion of property by fire, the insurers must pay the face amount 
(maximum limit) of their policies regardless of the value of the 
property. Such valried-policy laws are based on the mistaken 

^ It is also to be noted that usually the goods are not in the control of the 
insured or his agent during the course of the voyage, and this fact reduces 
the moral hazard that might arise under a valued policy covering goods 
on land when their actual value decreased. 
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theory that as the insured has paid for so much insurance he 
should have it. Fortunately few states now have such laws. 
Where such laws are in force, the contract cannot be said to be 
strictly a contract of indemnity. In general, it is not good public 
policy to permit valued policies covering property risks, except in 
marine insurance or in the insurance of unique values, such as 
art objects and manuscripts. 

Insurable Interest Required. — The principle that the insurance 
contract is strictly one of indemnity has other implications. One 
of these relates to the right to take insurance. It has been 
intimated that negotiating an insurance contract where one is 
subject to no risk is not really taking insurance, but gambling. 
Only those subject to risk should be permitted to take out a 
valid policy. Being subject to risk implies that their relation to, 
or interest in, the property is such that the destruction of the 
property would result in injury to them. Such an interest is an 
insurable interest, and an insured must have an insurable interest 
if the policy is to be valid. ^ If an insurable interest is not present, 
the contract is invalid; it is a gambling contract.* 

Examples of Insurable Interest. — Obviously, the possessor of a 
sole and unconditional ownership of property has an insurable 
interest in that property; this is the simplest type of insurable 
interest. But it is far from being the only insurable interest. 
A mortgagee to whom the property is mortgaged as security has 
an insurable interest to the extent of the mortgage debt. A 
lessee required by his lease to surrender the property in as good 
condition as he received it (without exemption of fire damage) has 
an insurable interest. Independent of any requirement of main- 
tenance, a lessee has an insurable interest up to the value of his 
lease, whether due to value of established location, rent lower 
than current market rate, or other cause. An interest need not 
be in actual existence to be insurable. It may be inchoate if 
founded on an existing interest. For example, in the case of 


‘ "FJvery interest in property, or any relation thereto, or liability in 
respect thereof, of such a nature that a contemplated peril might directly 
damnify the insured, is an insurable interest.” Insurance Code of Cali- 
fornia, Sec. 281. 

* “If the insured has no insurable interest, the contract is void.” Insur- 
ance Code of California, Sec, 280. 
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property left in trust for a life tenant, not only has the remainder- 
man an insurable interest, but a beneficiary under his will would 
have such an interest if the will were actually executed. A mere 
expectation is not a sufficient basis for an insurable interest. 
For example, a kinsman of the remainderman, even though prom- 
ised that he will be remembered in his will has not such an interest. 

An individual always has an insurable interest in his own life 
and may name any beneficiary he chooses. ^ But there are 
insurable interests in lives, as in property, which will justify the 
taking out of insurance by one other than the insured. A wife, 
for example, has an insurable interest in her husband’s life. 
During his presidency, a corporation has an insurable interest in 
the life of its president. It could hardly have such an interest in 
the life of an office boy, but probably would have in that of a 
chief engineer during the term of his contract, for his death 
might cause loss to the corporation. 

Subrogation. — It is a well-established principle of common law 
that, if one person so negligently conducts his own affairs that 
another is thereby injured, either in his person or property, the 
injured party may claim indemnification from the negligent 
wrongdoer. If the injured person has insurance against the type 
of loss so caused, he may accept the indemnity from his insurer 
without prosecuting the negligent wrongdoer. Such action 
would, in a sense, be contrary to public policy, since it would 
encourage negligence. It is also contrary to one’s sense of 
justice and equity to permit the injured to recover his loss from 
two parties, for he would profit by a community loss. His 
insurance contract would be the source of his profit. Hence 
there has arisen the doctrine of subrogation, which is of general 
application in insurance* and generally provided for by specific 
clauses in the policy contract. 

Under the doctrine of subrogation, the insurer, having paid 

1 As will appear more fully in the later discussion of underwriting, there 
are certain conditions when the taking of the policy by the insured is really 
on behalf of another lacking insurable interest, and such policies should not 
be issued. In some jurisdictions they are illegal. 

* The doctrine does not apply to life or disability insurance, since it is 
intended only to prevent such double recovery as would constitute profit, 
and it is generally held that there is no possible measure of the value of 
human life and hence no possible overrecovery or profit. 
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the claim, is entitled, to the extent of such payment, to receive 
from the insured an assignment of his claim against the tort- 
feasor. Recovery in excess of the amount paid under the policy 
must be paid to the insured, though the insured may be charged 
his share of the reasonable expense incurred in collecting. 

For example, the workmen’s compensation laws of most 
states provide that, if there is a third party responsible for an 
employee’s injuries (assume he is run down by an auto truck 
on the street while on his employer’s business), he may elect 
to sue for damages and that, if he recovers damages, he has no 
claim under the compensation law. Or, he may take the benefit 
under the compensation law, but, if he does so, he must assign 
to his employer’s insurer his right of action. If the insurer 
prosecutes that right and recovers more than the benefit he paid, 
he must pay the excess to the injured worker.^ 

If the compensation benefit in the case supposed amounted in 
the aggregate to $1,500 and the company prosecuted a claim 
under its subrogation assignment against the truck owner for 
damages and recovered $3,000 at an expense for legal fees and 
court proceedings of $500, it would retain $2,000 to reimburse 
itself for what it had paid in compensation and expense and pay 
the remainder ($1,000) to the injured. If the entire compensa- 
tion benefit had not been paid by the time the judgment was 
received, it would be entitled to retain only the discounted pres- 
ent value of the future installments of compensation, plus what 
it had already paid and its legal expense, and would pay the 
injured somewhat more than $1,000. Perhaps the industrial 
commission* would sanction a lump-sum settlement to close the 
case. Then the company would retain only an amount equal to 
what it had already paid plus $500 for its expenses and pay the 
remainder to the injured employee. If the company did not 
recover, net of expenses, as much as the compensation benefit it 
must pay the iiyured, it would pay him only his compensation 
benefit and nothing additional as the result of the claim against 
the truck owner. 

1 See Workmen’s Compensation Law of New York, Sec. 29; and Califor- 
nia Workmen’s Compensation, Insurance and Safety Act, Secs. 26 and 30/. 

* See Chap. XIII for discussion of workmen’s compensation benefits and 
admmistration. 
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Under the compensation law of New York and of some other 
states the injured employee or his dependents electing to sue a 
third party may preserve the right to compensation by proper 
notice to his employer and the industrial commission. If the net 
recovery from the third party is less than the compensation 
benefit, claim may then be made for the difference, and the 
insurer will be required to meet it. 

It was alleged that the conflagration in Berkeley, Calif., in 
September, 1923, was caused by the falling, during a high wind, 
of a negligently fastened highly charged power wire of an electric- 
power company into dry grass just outside the city. The 
insurance companies, having paid the claims of their policy- 
holders, demanded and received assignment of their rights, 
pro tanto, and sued the electric company. The attorneys for the 
companies notified the citizens of their willingness, on a specified 
fee basis, also to represent them in the effort to recover their 
uninsured excess losses. ‘ 

Apportionment of Loss. — It is always possible that when a loss 
occurs there may be more than one policy covering it. If the 
insured is to recover no more than his loss, some way must be 
found to determine the respective liability of the several insurers. 
In the United States this contingency is usually provided for in 
the terms of the policy.* With the exception of marine insur- 
ance, where a different rule is provided, the usual policy provi- 
sion is that each insurer is liable for its prorata share of the loss 
in accordance with the respective amounts of the policies. If two 
or moi’e policies cover the loss but are not identical in their terms, 
there may be a partial overlap. Such situations have led to 
much litigation, particularly in the field of fire insurance, and to 
several different rules of apportionment, a discussion of which at 
this point would lead too far afield. Sometimes the same loss 
might be covered by two policies in different fields, e.g,, breakage 
of glass due to windstorm under a glass-insurance policy and a 
windstorm-insurance policy. Underwriters have foreseen this 

^ The power company carried catastrophe insurance and it compromised 
with the insurance companies for 10 per cent of the amount sued for. 

® In the British marine-insurance contract there is no provision, and the 
insured may claim under any of his policies. The law provides for proper 
adjustment between the insurers. 
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possibility and have provided for it in the phraseology of their 
prorata clauses. 

For reasons set forth in Chaps. X and XI, such provisions 
are not found in life-insurance policies and are relatively infre- 
quent in disability policies. 

A Personal Contract. — In the discussion of the general subject 
of risk it was noted that the degree of risk is, in part at least, 
dependent upon the care and protection given by the owner 
to the property in respect of which the risk arises. Hence, 
the character of the insured is an important factor in determining 
both the willingness of the carrier to assume the risk and the con- 
sideration for assuming it. Though the insurance contract is 
often concerned with property that may be transferred, it is a 
personal contract and cannot be transferred to a new owner 
without the consent of the carrier. The ceasing of the insured’s 
interest in the property terminates the policy, unless it is trans- 
ferred with such consent, and the insured may claim such adjust- 
ment of the consideration for the contract as is provided by its 
terms. ‘ 

Insurance Subject to General Law of Contracts. — The insur- 
ance contract must conform to the general rules of law relating 
to contracts, as well as to those special rules of law applicable 
to insurance only, whether developed through judicial decisions 
or by statutory enactment relating to insurance. 

The most important general rules are 

1. There must be an agreement based upon an offer made by one party 
and an acceptance of that offer in the same terms by another party. 

2. The contract must be legal in form. 

3. It must be for a lawful i)urpose. 

4. To be legally enforceable it must be based upon a valuable con- 
sideration. 

5. The parties must be legally capable of contracting. 

6. There must bo an equality of knowledge of all material and relevant 
facts. 

The first three of these requirements do not require discussion 
at this point. The several states have enacted statutes laying 
down the conditions tvith which those desiring to conduct an 

‘ For reasons that will be apparent on reading Chaps. VII and X, this 
principle does not apply to life- and marine-insurance contracts. 
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insurance business must comply. These will be examined in 
considerable detail in Part V of this book. The theory of 
insurable interest, which determines the capability of the insured 
to make such a contract, has already been discussed. The 
monetary consideration for an insurance contract is either a 
sum paid down by the insured^ or the insured’s promise to 
pay a designated sum at a specified future time, or a combination 
of both. It is known as the “premium,” and its fixed, or semi- 
fixed, character is what gives the insured the certain “loss” 
which replaces his risk. Usually, as a precaution for the insurer, 
the representations and conditions on which the contract is 
based are also referred to as a part of the consideration. 

The requirement of equality of knowledge is of highest impor- 
tance in relation to the insurance contract. In order to give full 
weight to its importance it is desirable, first, to consider briefly 
the conditions under which insurance law developed. As this 
will lead into the field of special insurance law, there should be 
noted, before passing to that discussion, a general principle relat- 
ing to the construction of contracts which has had great impor- 
tance in its application to the insurance contract: in case of 
ambiguity and doubt, a contract is to be strictly constructed 
against those who drew it and liberally in favor of the other party 
to it. 

This rule does not apply to contracts in the drafting of which 
both parties took part and which are signed by both, but only to 
contracts which are drawn by one party and which must be 
accepted or rejected by the other party without alteration. 
This is usually the case with insurance contracts. Nor does the 
rule mean that the insured, by merely alleging ambiguity and 
giving his interpretation, may have that interpretation. The 
court must first consider the disputed language, using the test 
of the reading by a reasonably prudent man and the common 
understanding of the meaning of the words used, and decide 
whether there is a real ambiguity. If it finds the language is 
in fact ambiguous, it must then consider what would be the 
interpretation that a reasonably prudent man would give it, 
disregarding any specialized meaning that the drawer might 
contend he intended it should have. If the insured’s contention 
met this test, his claim would be recognized. But even in the 
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case of ambiguity he would not be permitted a forced and 
unusual interpretation in his favor. The rule is not intended to 
give any special advantage to the accepter of the contract but 
only to deprive the drawer of such special advantage as his posi- 
tion as the draftsman might give him. 

Development of Insurance Law. — The insurance of ships and 
cargoes — marine insurance — the earliest form to be practiced, 
had become well established among the London merchants by 
the time of Queen Elizabeth. Questions relating to it were 
settled in the merchants courts, which they had established 
among themselves for determining their disputes in accordance 
mth established mercantile custom. The general principles of 
insurance law were established in considering transfers of marine 
risks at a time before any of the modern means of communication 
— ^telegraph, telephone, submarine cable, radio, regular steam- 
ship lines — had been invented. L iiless he received his informa- 
tion by chance, the insurer rarely had any basis for judging the 
risk he was asked to assume other than the information furnishetl 
by the insured. Vessels about to sail could be inspected, but 
this was not possible if a ves.sel was on the other side of the 
Atlantic or at any foreign port, and the insurance was desired for 
the return voyage. Since, in general, the insurer had to rely 
upon the insured for his knowledge (»f the risk, the business of 
insuring could not have developed unless the utmost good 
faith had been shown in describing the risk. The insurance 
contract came to be held, in law, one of the utmost good faith — in 
law Latin a contract uberrimae fitUd — and the doctrines of con- 
cealment, representation, and warranty were developed. 

Concealment. — The nature of concealment and its effect 
upon an insurance contract may probably be best exhibited 
by the following provisions of the Civil C-ode of California* 
which attempts tp-^et forth in brief form the accepted maxima 
of the common law: 

Sec. 2661. — neglect to communicate that which a party knows, 
and ought to communicate, is called a concealment. 

Sec. 2562 . — A concealment, whether intentional or unintentional, 
entities the injured party to rescind a contract of insurance. 

placed in 1935 by Secs. 330 to 339 of the Insurance Code. 
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Sec. 2663. — Each party to a contract of insurance must communicate 
to the other, in good faith, all facts within his knowledge which are 
or which he believes to be material to the contract, and which the 
other has not the means of ascertaining, and as to which he makes no 
warranty. 

Sec. 2564. — Neither party to a contract of insurance is bound to 
communicate information of the matters following, except in answer 
to the inquiries of the other: 

1. Those which the other knows; 

2. Those which, in the exercise of ordinary care, the other ought to 
know, and of which the former has no reason to suppose him ignorant; 

3. Those of which the other waives communication; 

4. Those which prove or tend to prove the existence of a risk excluded 
by a warranty, and which are not otherwise material; 

5. Those which relate to a risk, excepted from the policy, and which 
are not otherwise material. 

Se(’. 2565. — Materiality is to be determined not by the event, but 
solely by the probalde and reasonable influence of the facts upon 
the party to whom tlie communication is due, in forming his estimate 
of the disadvantages of the proposed contract, or in making his 
iiKiuiries. 

Sec. 2566. —Each party to a contract of insurance is bound to know 
all the general causes which are o|)cn to his inquiry, equally with 
that of the other, and which may affect either the political or material 
perils contemplated; anrl all general usage of the trarle. 

Se(\ 2567. — The right to information of material facts may be waived, 
cither by the terms of insurance or by neglect to make inquiries as 
to such facts, where they are distinctly implied in other facts of which 
information is communicated. 

Se(\ 256S. — Information of the nature or amount of the interest of one 
insured need not l>e communicated unless in answer to an inquiry, 
except as provided by Sec. 25S7.^ 

Sko. 2569. — An intentional and fraudulent omission, on the part of one 
insured, to communicate information of matters proving or tending to 
prove the falsity of a warranty, entitles the insurer to rescind. 

Sec. 2570. — Neither party to a contract of insurance is bound to com- 
municate, even upon inquiry, information of his own judgment upon thj 
matters in question.^ 

^ Sec. 2587 requires that the policy specify the interest of 
property insured, if he is not the absolute owner thereof. 

*Thc term “judgment'' in Sec. 2670 means opinion as^^Ky^fiXisth^^ith 
known facta. 
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Representations and Warranties. — The information com- 
municated by the prospective insured may relate to present, 
past, or future conditions. As to the past or present, it may 
relate to facts or beliefs. As to the future, it can only be 
promissory. 

The communication may take either of two forms: (1) repre- 
sentation or (2) warranty. If the subject matter concerned is 
clearly material to the contract, it makes no difference in which 
form it is communicated. Its falsity will vitiate the contract. 
Often, however, it is open to dispute Avhether certain data are, 
or are not, material. To avoid such disputes, the form of 
communication known as “warranty” was devised. Under 
this form the insured bars himself from raising the issue of 
materiality. If he warrants that certain things are so or will 
be so, the warranty must be literally true as to the past, and 
strictly complied with if relating to the future. The latter type 
is a promissory warranty. Hence, any falsity in a warranty 
entitles the insurer to avoid the contract, whether or not the 
warranty relates to a thing that is material to the contract. 

The student will perhaps get a clearer impression of the signifi- 
cance of warranties if he will substitute for the word “warrants” 
in the above paragraph the more popular modern term for the 
same act, “guarantees.” As with modern practice in many fields 
of insurance, negotiations for the early marine-insurance con- 
tracts, actions upon which gave rise to insurance law, were oral. 
When the underAvriters insisted on conditions relating to the risk 
which they were asked to assume and of which the applicant did 
not have and perhaps could not have precise knowledge, before 
they would undertake the contract, it was customary to note 
the condition, preceded by the' word “warranted,” and in 
marine insurance the practice is still followed. In other forms 
of contracts absolute conditions have been inserted Avithout 
specifically designsfting them as warranted. For example, the 
California Standard Form Fire Insurance Policy, required by 
legislation enacted in 1909 and still in effect, prescribes that 
“UWess otherAvise provided by agreement endorsed hereon or 

. ‘ See, for example, several such provisions in the form of the marine- 
insurance policy shown in Appendix XIV. and the “Free-of-particular- 
average” clauses in Appendices XV and XVI, 
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added hereto, this entire policy shall be void ...(e) if this 
policy be assigned before a loss.” Such provisions are also 
called "warranties.” One eminent writer on insurance law 
defines a warranty thus: 

A warranty, in insurance law, is a clause in the insurance contract 
that prescribes a condition of the insurer’s promise, a condition, viewed 
as of the time when the contract is made, such that the nonexistence of 
the condition is a potential cause of the insured event or of increased 
loss resulting therefrom.* 

In order to rescind his contract on the basis of a representation, 
however, the insurer has to prove both that it was false and 
that it was material. It need not relate to a cause of the loss 
but must be such that, if the truth had been told the insurer 
would not have made the contract on the terms on which it 
was made.* 

The law with respect to representations and their effect is 
shown by the following provisions of the Civil Code of California® 
which similar to those relating to concealment are merely a 
restatement of the general common law: 

Sec. 2571. — A representation may be oral or written. 

Sec. 2572. — ^A representation may be made at the same time with 
issuing the policy or before it. 

Sec. 2573. — The language of a representation is to be interpreted by 
the same rules as the language of contracts in general. 

Sec. 2574. — ^A representation as to the future is to be deemed a 
promise, unless it appears that it was merely a statement or belief or 
expectation. 

Sec. 2575. — A representation can not be allowed to qualify an express 
provision in a contract of insurance; but it may qualify an implied 
warranty. 

Sec. 2576. — A representation may be altered or withdrawn before the 
insurance is effected, but not afterwards. 

Sec. 2577. — The completion of the contract of insurance is the time 
to which a representation must be presumed to refer. 

* Patterson, E. W., “Essentials of Insurance Law,” p. 238. 

* In some states a defense of misrepresentation is only permitted when the 
loss arose from a cause as to which there was misrepresentation. 

* In 1935 replaced by Secs. 350 to 360 of the Insurance Code. 
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Sec. 2578. — ^When a person insured has no personal knowledge of a 
fact, he may nevertheless repeat information which he has upon the 
subject, and which he believes to be true, with the explanation that he 
does so on the information of others, or he may submit the information, 
in its whole extent, to the insurer; and in neither case is he responsible 
for its truth, unless it proceeds from an agent of the insured, whose duty 
it is to give the intelligence. 

Sec. 2579. — representation is to be deemed false when the facts fail 
to correspond with its assertions or stipulations. 

Sec. 2580. — If a representation is false in a material point, whether 
affirmative or promissory, the injured party is entitled to rescind 
the contract from the time when the representation becomes false. 

Sec, 2581. — The materiality of a representation is determined by the 
same rule as the materiality of a concealment. 

The representation is the communication required to comply 
with the prohibition against concealment. Concealment is the 
passive, and misrepresentation the active form of the same t hin g 

A warranty is of the same nature as a representation though 
stronger. It is, of course, a much greater protection to the 
insurer against incomplete or misleading information. But the 
doctrine of warranty is a very harsh doctrine and, if strictly 
enforced, may work undue hardship on the insured. As the 
courts are reluctant to declare a forefeiture except as a penalty 
for patent bad faith, there is a tendency to be lenient in the con- 
struction of warranties but, if it is a clear case of warranty and 
not contrary to statute, the warranty will be enforced. ^ 

Abuse of Warranties and Modem Legislation. — When the 
doctrine of warranties was first worked out, the practice of 
insuring was confined largely to merchants and shippers who, 
in many cases, were also underwriters and who, therefore, fully 
appreciated the force and significance of warranties. The 
development of fire insurance, covering private dwellings, and of 
personal insurance, ^ife, accident, and health, however, brought 
in a new class of insured unfamiliar with the practice of insurance 
in general and with the legal theory of warranties. These 

‘ Of course, if fraud can be proved, the insurer may repudiate the con- 
tract without relying on the doctrines juSt cited. It is exceedingly difficult 
to prove fraudulent intent, and these legal doctrines were developed to 
discourage fraud when the fact of fraud could not be proved. 
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insured often signed applications for insurance giving their best 
understanding of certain matters, and looked upon their state- 
ments as representations of no greater importance than would 
attach to them as such in ordinary commercial transactions. 
Sometimes the printed part of the blank made them warranties. 
Under stress of competition, it also was very often the custom 
for the agent of the company to fill out a schedule of warranties 
on a policy which provided that, by his acceptance of it, the 
insured warranted the truth of the statements in the schedule. 

These practices tended to produce many unjust forfeitures, 
and these forfeitures, in turn, tended to a judicial softening 
of the old doctrine. In many states, legislation resulted pro- 
viding, in regard to one or more kinds of insurance, that, in the 
absence of fraud, all statements should be deemed representa- 
tions and not warranties.^ This gives the insurer ample pro- 
tection, since a misrepresentation of a material fact wll make the 
contract voidable. Yet the unscrupulous carrier is prevented 
from taking technical advantage of the insured. Usually asso- 
ciated with such legislation, as an additional protection to the 
insured, is a reciuirement that a copy of the application or other 
document purporting to carry such warranties be furnished with 
the policy. This legislation does not apply to all branches of 
insurance, and in some, notably marine insurance, warranties are 
still used and enforced by the courts. 

Term of Contract, Cancellation. — Risk, the basis of insurance, 
is not an evanescent instantaneous phenomenon but persists over 
a period of time, dependent upon the subject matter. Time, 
therefore, is an essential feature of all insurance contracts. All 
define in some way, usually by a specified date and hour, when 
the contract begins and for most kinds of insurance when it 
ends.® Sometimes, notably in life insurance, the contract is of 
indefinite duration but provides for periodic payment of premium 
as a condition of its continuance. Open contracts are common in 

1 So required in re life-insurance policies in New York. See also Statute 
in re Accident and Health Insurance Standard Policy Provisions found in the 
same (Insurance Law §107) and many other states. 

* Some perpetual fire-insurance contracts are issued for which a single 
premium is payable in advance. Also some surety bonds run for an indefi- 
nite time without payment of additional premium. 
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marine insurance but provide for premium settlement at intervals. 
In most fields of insurance the great majority of contracts are 
for annual terms. 

Even over so short a period as one year, interests in insured 
objects frequently change, and the insured no longer desire 
insurance. Usually insurance contracts are issued by agents 
who may accept risks which the carrier for which he is acting 
does not wish to carry. Conditions also may change, so that 
a risk, acceptable when the policy was issued, is no longer 
regarded as safe by the carrier. Insurance contracts, conse- 
quently, generally contain provisions for cancellation on equi- 
table terms by either party on specified notice to the other party. 
Since the premium is usually payable in advance for the policy 
term, the insured is entitled to a refund of the premium he has 
paid for the insurance that he does not receive. On the general 
theory of the constancy of the risk during the term of the policy, 
the premium is regarded as earned pro rata over that term, and 
the “ unearned ” premium to be returned is the prorata part of the 
stated premium for the unexpired portion of the stated term. 
The cancellation provision usually specifies that on cancellation 
at the option of the insurer this shall be the return. The 
insurer, of course, is at some expense in issuing a policy and its 
cancellation involves, at least, additional clerical expense. 
Hence, it is thought that, if the insured cancels the contract, he 
should pay more for the shorter period for which he is insured 
than the prorata part of the premium for the full term. This is 
specified in the cancellation clause by providing that the refund 
shall be the excess of the premium paid over the customary 
short rate.^ It should be noted that neither party is required to 
prove any misconduct of the other or take any other action or 
give any reason for so doing to entitle him to cancel. Cancella- 
tion is usually set up in the contract as a right for each party. In 
this respect it differs from most commercial contracts. 

Although most ^insurance contracts contain a cancellation 
clause, there are certain types of contract where it would be 
improper. Thus, if a marine-insurance carrier had the right to 
cancel at its option a voyage policy on a cargo, it might do so 

*The most common short-rate table for annual policies is shown in 
Appendix XIL 
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when the vessel was at sea and in grave danger because of 
stormy weather. The shipper would probably not be able to 
procure other insurance at the same rate and perhaps not at all. 
Such policies do not contain a cancellation clause. Life-insur- 
ance policies are issued at a level premium against an increasing 
risk and are not cancelable. The insured, under a life-insurance 
or other policy calling for payment of periodic premiums as a 
condition of its continuance, may terminate the contract on any 
premium-due date by failing to pay. If, as is usually the case, 
he has an equity in the policy, the manner of refunding it to him 
is provided by the policy terms. 

Standard Forms and Provisions. — ^As the insurer is in the 
business of making contracts of insurance, while the insured 
enters into such contracts only occasionally and incidentally 
to other business or activity, the former is naturally the more 
expert in preparing the necessary documents and contracts. 
He is in a position to use his knowledge to his own advantage 
as against the insured. The record of insurance carriers for 
fair and honorable dealing is as good as that of the business 
community as a whole; but there have been carriers who have 
not had such high standards and, at different times, a majority 
of carriers in a particular field have taken advantage of their 
position, inserting unjust conditions in their contracts and using 
small type to prevent their discovery. The effective preventive 
of such practices is a statutory requirement of a standard form. 
Such standardization of forms is also highly advantageous 
where many carriers are involved in the same loss, as is often 
the case in fire insurance. 

On the other hand, standardization prevents change and experi- 
ment — it is designed to prevent departure from what is pre- 
scribed. Change and experiment are the means of progress. 
Though standardization tends to check progress as to the items 
standardized, it may make for progress in other respects. If the 
liberalization of contracts has attained to a high degree, stand- 
ardization is an advantage, but if there is yet room for extension, 
it will impede progress. 

In fire insurance, standard forms have been required in most 
states for many years, the earliest having been adopted in 
Massachusetts in 1873, and in New York in 1886. In later 
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revisions there has been some liberalization, but until 1943 it 
has been mainly in minor points. Practice and legal construc- 
tion have prevented hardship under the older forms. 

Following an important investigation into life insurance by a 
committee of the New York Legislature, in 1906, standard forms 
were prescribed for life insurance, but, after two years, they were 
replaced by a statute requiring that certain provisions be con- 
tained in the policies and forbidding the use of others. Present- 
day life-insurance contracts are much more liberal than the 
forms originally prescribed by statute, so that the public has 
gained by the change. Standard-provision requirements are 
found in other lines of insurance; and in some, where neither 
forms nor provisions are prescribed, policy forms are subject 
to the approval of the state authorities. 

Where the contract has been drawn by the carriers, the rule of 
construction of contracts is that doubts are to be resolved against 
the party who drew the contract. This has been true even when 
the carriers have drawn the contract in response to a mandate 
of law and when the contract so drawn has become the statutory 
standard.^ There is doubt whether this will be the case where 
the contracts or standard provisions were drawn by state offi- 
cials, and required by statute. 

Special Clauses for Certain Types of Carriers— In the case of 
certain types of mutual, reciprocal, and fraternal-order carriers,^ 
the contract is required by law to contain specific provisions 
relating to (1) the policyholder's right to vote at an election of 
the company, (2) the policyholder's liability to assessment, if 
any, (3) the policyholder's right to participation in the earnings 
or surplus of the company, and the manner of its apportionment 
and distribution. These are necessary, as the policyholder, in 
taking his policy with such carriers, acquires rights and assumes 
duties in addition to those of the insured generally in relation to 
his insurer. Sometimes, also, there are special provisions in the 
charter of a corpor^^tion which have an important bearing on its 

1 For example, the New York Standard Fire Insurance Policy of 1886 was 
prepared by the New York Board of Fire Underwriters, to whom the law 
delegated the task. 

* The characteristics of the different types of insurance carriers and the 
distinctions between them are discussed in Part III, 



FUNDAMENTALS OF INSURANCE CONTRACTS 


63 


contracts. Clearly, they should come to the attention of the 
policyholder, and generally it is required that they be printed in 
the policy. In some cases, if these provisions restrict the benefits 
of a standard form, they are required to be made more conspicu- 
ous, either by the use, of a particular size and style of type, or 
of red ink, or of both. 

Modification of Basic Contract. — Although many of the terms 
of a contract are subject to standardization and embodiment in a 
printed form, the name of the insured and many other particulars 
identifying the parties and the risk have to be written in. Often, 
certain provisions that are generally desirable are not appro- 
priate to a particular case, and further conditions are necessary 
to make the general policy fit the particular case. It is cus- 
tomary to add such clauses and modifications by endorsement, 
either written, stamped, or pasted on the policy. These have 
the same effect as though written in the policy, with the addition 
that, being subsequent in preparation to the basic contract, they 
are controlling in case of any doubt. The forms of few of these 
riders and clauses are prescribed by statute, and hence they are 
subject to the general rule of construction that doubts are to be 
resolved against the drawer. 

Binders. — Not infrequently an agreement is reached that a 
policy is to be issued and will be accepted, but the insured 
desires evidence, before the policy can be issued, that the insur- 
ance has been effected. In such cases it is customary for the 
representative of the insurance carriers to issue a memorandum 
slip showing the risk to be covered, the date from which the 
policy is to be effective, the name of the insured, and the amount. 
The memorandum, really not a contract of insurance but an 
agreement to issue such a contract, is a “binder.” Should loss 
occur before issuance and delivery of the policy, the insurance 
is recognized by the carrier as though the policy contracted for 
had been issued. Binders are not used in some lines of insurance, 
notably life insurance, where the acceptability of the risk must 
be passed on by the head office of the company. In life-insur- 
ance practice, when the applicant pays the first premium with 
his application, a binding receipt is given which puts the company 
on the risk from approval of the application, vdthout waiting 
for the issue and delivery of the policy. 
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Another View of the Contract. — ^The major part of the obliga- 
tion of the insured is carried out by the payment of the premium, 
while the obligation of the company is not ordinarily fulfilled 
until expiration of the policy, either by time limitation, or by 
payment of its face or maximum limit on the occurrence of a loss 
or losses. The contract is therefore sometimes said to be 
“executed” as to the insured and “executory” as to the insurer. 
Such contracts are referred to in law as unilateral. At first sight 
this seems untrue, since there are some contracts that are 
voided, or at least limited in their scope, by actions of the insured 
subsequent to their issuance, or even by his inaction, e.g., failure 
to furnish proof of loss or to do other things required to be done 
at the time and after a loss has occurred. But only the insurer 
is legally bound to do anything. He must hold himself always 
in a position to carry out his bargain. It is his conditional and 
limited promise to pay — conditional upon the occurrence of the 
loss insured against and limited to the cash value of the loss, not 
exceeding the face of the policy. This point of view is of value 
when considering the financial condition of the insurance carrier, 
since such a promise is clearly a liability for the liquidation of 
which adequate provision must be made. 

SUMMARY 

1. The insurance contract in general is 

o. A contract for the purpose of transferring financial risk. 

6. A personal contract, even though in relation to property. 

c. A contract of indemnity. 

d. A contract of the highest good faith. 

e. Subject to the general rules of the law of contracts, and 
to judicial precedents and legislative enactments relating 
especially to insurance. 

2. It follows from these characteristics that 

a. A valid contract may be based only on an insurable 
interest, suclTan interest as is endangered by the contem- 
plated risk. 

b. The insurance carrier in settlement is entitled to subro- 
gation of the insured’s right to claim against those 
believed to be responsible for the loss. 
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c. Concealment or misrepresentation of material facts by 
the insured will vitiate the contract. 

d. If the insured has warranted the truth of certain state- 
ments or the carrying out of certain promises, these 
warranties must be literally complied with. 

3. Other characteristics: 

o. The doctrine of warranties has been modified somewhat 
by judicial decision, and the use of warranties, by law. 

6. In some lines of insurance, standard policies are pre- 
scribed by law; in others, standard provisions are 
required. 

c. To fit the individual case, it is necessary to fill in blanks 
in standard forms and to modify them by riders and 
endorsements, which are controlling when in conflict 
with the basic form. 

d. To meet the requirements of the peculiar character or the 
charter provisions of particular carriers, special clauses 
are required to set forth fully the rights and duties of the 
insured. 
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CHAPTER VI 


FIRE-INSURANCE CONTRACTS 

Speaking before the Insurance Society of New York, David 
Rumsey, one of the country’s leading insurance attorneys, said, 
“The fire-insurance policy is probably the most important con- 
tract in the world. He did not elaborate his reasons for the 
statement, but the universality of the practice of insurance 
against fire supports it, whether from the point of view of the 
number of contracts issued or of the values covered by such 
contracts. 

The ordinary fire-insurance contract insures against a single 
type of hazard, viz., the financial loss due to damage or destruc- 
tion of physical property by fire or lightning. It might seem that 
a single form could be dra^vn up, perhaps as simple as a promissory 
note, which would, in the light of precedent, express the contract 
to the clear understanding of all concerned. Such is not the 
case, however, because, although the hazard assumed might be 
of the same general nature in all cases, the differences in charac- 
teristics of the properties subject to the insurance, and of the 
interests in such properties to be insured, call for different pro- 
visions in the contract to meet the situation in each individual 
case. Nor can the form be as simple as might be assumed. 
The reasons for this will become apparent later in this chapter as 
the analysis of the contract proceeds. Despite these require- 
ments, it is possible to use a basic general contract, attaching 
endorsements to meet the needs of individual cases. In this 
chapter will be discussed, first, the basic contract and, second, 
the endorsements in common use. 

STANDARD FORMS 

History of Standard Forms. — Owing to the heavy congestion of 
values in large buildings, accentuated by similar congestion in 

I “The Fire Insurance Contract,” p. 41. 

66 



FIRE-INSURANCE CONTRACTS 


67 


surrounding buildings, and to the desire of insurers to spread 
their risks in such a way that excessive losses may not be encoun- 
tered in single fires, it is frequently the case that several policies 
of different carriers are issued covering the same property. ‘ 
In the event of loss, if the terms of the several policies are not 
identical, much confusion is likely to result; and, sometimes, the 
insured is not able to recover his full loss, though he might have 
done so had they all read alike. It is, therefore, desirable that 
policies covering the same risk be identical in their terms. 

In the early history of fire insurance each company prepared 
its own forms, and much fine print was sometimes used, malfing 
restrictive clauses difficult to read. Sometimes the insured, 
sometimes another insurer, and sometimes even the shrewd 
company itself, was the victim of this practice. From time to 
time efforts were made to secure the adoption and use of standard 
forms. Earnest efforts along this line were made by the com- 
panies at the meetings of the National Board of Fire Underwriters 
in 1867 and in 1868,^ but without success. In 1867, the Legis- 
lature of Connecticut adopted an act for uniform conditions, 
but the form was so unsatisfactory that it was repealed the next 
year.® 

Massachusetts, which has set the example of reform in so many 
ways in regard to insurance, was the first state to pass a law 
providing for a standard policy. This was done in 1873,* and, 
with minor changes, this policy has continued in use until the 
present time. The policy was not liked by the carriers and not 
generally adopted by them for use elsewhere, though some states 
later required its use. 

According to Elijah R. Kennedy, chairman of the committee 
which drew the first New York form,® sentiment for a standard 
form was crystallized in that state, when an attorney, who was 
also a state senator, nearly ruined his eyes and temper trying 
to decipher the fine-print clauses and secure a proper settlement 

* Perhaps an even more important cause of writing several policies on a 
single risk is the desire of the owner to favor friends who are agents of differ- 
ent companies. 

* Bbearley, H. C., “Fifty Years of a Civilizing Force,” p. 24. 

* Chapter 121, Laws of 1867; Chaps. 4 and 7, Laws of 1868. 

* Chapter 331, Laws of 1873. 

* “The Fire Insurance Contract,” pp. 20^. 
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of the insurance on the building of the Buffalo Y.M.C.A. The 
reaction was not delayed by the fact that a fellow member of 
the Senate Insurance Committee had not long before been 
victimized through the fine-print provisions of one company’s 
policy, though the other companies involved had made up that 
company’s shortcoming. The result of an interesting lobbying 
and legislative battle was the passage of a law calling upon the 
New York Board of Fire Underwriters to prepare and file with 
the Secretary of State a standard policy and standard modifying 
endorsements. This was done, and the policy became effective 
in 1887. Many states adopted this form, and it was used by 
many companies in states not prescribing any standard form. 

At the time of the San Francisco conflagration in 1906, no 
standard form was prescribed in California, and difficulties arose 
in the settlement of losses in that disaster. Certain companies 
flatly denied liability, because of special clauses in their policies 
relating to fires caused by earthquakes. A standard policy law 
was passed by the Legislature of 1907 but vetoed by the governor, 
who appointed a commission representing the various commercial 
interests of the state, including in the minority the insurance 
carriers, to draft a standard fire-insurance policy. The Insur- 
ance Commissioner was appointed chairman. The form recom- 
mended by this commission was adopted by the Legislature of 
1909 and is still in use in California. It is a revision of the New 
York form of 1887 and has some unique provisions, theoretically 
permitting a very flexible contract, but the adverse publicity of 
red ink and large type required for the use of certain optional 
restrictive clauses has effectively prevented their general adop- 
tion by the carriers. 

The example of the California form, which is considerably 
more liberal to the insured than the old New York form, led to a 
general agitation for revision of the old form and emphasized to 
the underwriters the desirability of a nationally uniform policy. 
As insurance had been held not to be commerce within the 
meaning of the interstate commerce clause of the Federal Con- 
stitution,^ this could not be accomplished by federal legislation. 
In 1913, however, the Legislature of New York directed the 

* Paul V. Virginia, 8 Wall. 168 (1868). Reversed in United States v. South- 
Eastern Underwriters Association et al., 322 U.S. 533 (1944). 
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Superintendent of Insurance of that state to request the National 
Convention of Insurance Commissioners to undertake the prep- 
aration of a new standard fire-insurance policy. This request 
was. complied with, and the committee reported finally in 1917. 
The policy so prepared was adopted in New York, effective Jan. 
1, 1918, and was later adopted in several other states either 
officially or by the carriers. It was, however, not made uni- 
formly effective in all states, and all the forms mentioned above 
were used in one or more states as late as 1943. From early in 
the 1930’s there was agitation by many interests for revision 
and simplification of the policy and for greater uniformity. But 
many, particularly the carriers and their counsel, feared the con- 
fusion that a new form might cause while going through the 
process of court interpretation. 

The National Association of Insurance Commissioners, in 
1936, appointed a special committee to prepare a new form. 
After 3 years of work, a form was submitted and approved by 
the Association but failed of adoption in any state. Agitation 
continued, and a new form was adopted in New York, effective 
July 1, 1943. This form has since been adopted in 40 states, 
and in Alaska, the District of Columbia, and Hawaii, with little 
or no modification. It‘ will be discussed under the following 
heads: 

1. General considerations. 

2. The risk transferred. 

3. Loss settlement procedure. 

4. Miscellaneous provisions. 

GENERAL CONSIDERATIONS 

Basis of Issue. — No formal application and no formal repre- 
sentations are required to be attached to the policy. It has 
become the practice of owners of city property to permit freely 
the inspection of premises by the inspectors of the underwriters. 
Most cities also require filing of plans and specifications of pro- 
posed buildings before building permits are issued, and these are 
available to the underwriters. Insurance carriers have maps 
that show the location and types of construction of buildings in 
urban centers, and information given by these is generally more 

‘ See Appendix I. 



70 


INSURANCE 


accurate than the owner would be able to give. With these 
available, the carriers feel able to issue policies without applicar 
tions. The need of promptly covering property and the keen 
competition for business have long since caused this to become 
the general practice. 

It is, however, the privilege of any company to insist upon a 
written application before it will issue a policy, or upon the attach- 
ment of certain warranties to the basic contract. In some parts of 
the country it is the practice to require a written application for 
insurance on farm buildings and other farm property, since the 
carriers have no adequate facilities for otherwise obtaining the 
necessary facts. This application is brought into the policy by 
the attachment of a warranty referring to it. When under- 
writing results have been unsatisfactory, there has been some 
suggestion that a more general use of applications would be 
desirable, but the practice has not yet been adopted, nor does it 
seem likely to be. 

Parties to the Contract. — The name of the insurer appears at 
the head of the contract, and the subject of the first sentence is 
“this company,” implying, of course, the one whose name appears 
at the head. The company is bound by the signatures (usually 
a facsimile reproduction) of its president and secretary to the 
attestation clause on the first page and requires countersignature 
by its authorized agent at the place where the contract is issued. 
The name of the insured is to be written in as the object of the 
verb “does insure” near the head of the contract and should be 
followed by a statement of the nature of his interest, since the 
insuring clause limits the amount recoverable to the cash value 
of “the interest of the insured.” The insurance also covers his 
legal representatives. Thus the policy covers an heir or executor 
under a will or a receiver in case of bankruptcy. 

It is hardly possible under this language to mistake who is the 
insured under the contract, provided his interest is real and is 
clearly stated. ^In other words, the policy is an “interest” 
policy. It covers the insured while he has the interest named. 
It should be noted also that it is important that all parties having 
an interest in the property be specifically named in filling out 
the policy. It is imperative if they are to have any benefit from 
the insurance. 
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Consideration — Premium. — As consideration are named the 
stipulations and the premium, which is usually in one sum cover- 
ing the entire period of the policy. 

In the case of insurance on the contents of mercantile and 
manufacturing premises, where the stock fluctuates in quantity 
and value, such a contract makes it necessary for the insured to 
carry continuously an amount of insurance equal to the maximum 
value of his stock and pay premiums for more insurance than he 
needs at other times, or to take less and run the chance of a loss 
exceeding the insurance, or continuously to watch his stock and 
his insurance and add or cancel insurance (at the higher short 
rates) to keep it in step with his stock. These alternatives entail 
either excessive expense, risk, or labor, or all of them. Hence 
under stress of competition reporting forms have been developed 
in recent years. 

These forms, ‘ to be attached to the policy, provide for a pro- 
visional amount of insurance, or a stated percentage of the total 
concurrent insurance, with maximum limits set for property in 
each location and contain an Adjustment of Premium Clause of 
which the following is a specimen: 

Adjustment of Premium Clause. The premium named in this policy 
is provisional only, and in no case shall be less than $100.00. The actual 
premium consideration for the liability assumed hereunder shall be 
arrived at by the following method: The insured hereby agrees to report 

to this Company not later than days after the first day of each 

month following the date of inception of this policy, the exact location 
of any property covered hereunder, the total value of such property 
in each location and any other insurance in force at any of such locations 
on the last day of the preceding month. At the expiration of this 
policy and after deducting specific insurance, if any, at each location, 
an average of the total remaining values reported at each location (but 
not in excess of the limits of liability herein established) shall be made, 
and if the premium on such average values at the rate applying at each 
location, exceeds the provisional premium, the insured shall pay to the 
insurer an additional premium for such excess; and if such premium is 
less than the provisional premium, the insurer shall refund to the insured 
any excess paid hereunder; provided, however, this Company shall in 
any event retain not less than $100.00. If this policy is written for a 
term of more than one year, an adjustment of both the premium earned 

* See p. 83. 
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and the amount of deposit premium shall be made annually as herein 
provided. 

RISE TRANSFERRED 

Description of Risk Assumed. — The description of the risk 
assumed by the company must include a description of tho 
property and of the loss in respect to it for which the company 
will be liable. The precise description of the individual property 
covered by the policy must be given by endorsement in the place 
provided on the third page of the policy for that purpose. In 
other respects, the basic risk is described on the face of the policy. 

The insurance afforded is “agairist all direct loss by fire, lightning 
and by removal from premises endangered by the perils insured 
against in this policy, except as herein-after provided,^ occurring 
within certain time limits set in the policy. This language is 
not so broad as it appears on first reading. The coverage is 
limited in three ways on the face of the policy and by certain 
clauses in the stipulations on the second page. The amount 
recoverable for loss or damage is limited to 

1. The extent of the actual cash value of the interest of the insured at the 
time of the loss. 

2. The cost of repair or replacement within a reasonable time with 
material of like kind and quality. 

3. The amount of the policy named on its face. 

4. That portion of the loss which the face of the policy bears to the total 
insurance covering the same property. 

The cash value of the insured’s interest is presumed to be 
ascertained with proper deduction for depreciation, though it is 
not so stated in this form as it was in earlier forms, and is stated 
to be without compensation for loss resulting from interruption 
of bushress or manufacture. In determining replacement cost, 
only cost of restoration to the condition at the inception of the 
fire may be considered, even though it may not be permissible 
in law to restore to that condition. 

The reasonableness of the four basic limitations is apparent. 
A brief considerarion of the further restrictions just mentioned 
will also demonstrate their reasonableness. Though the insured 
may not be able with his insurance money to replace his property 

1 As is noted later in this chapter the insurance may cover perils other 
than those of fire or lightning. 
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in as good condition as before the fire (he will have to replace 
new for old, and the old was still amply serviceable for him) yet, 
if depreciation were not deducted, a temptation would be placed 
before the insured to rid himself of his depreciation by ‘‘selling 
the old stuff to the insurance company” through a fire for enough 
to replace it with new. This would be bad not alone for the 
company but in the long run for all, for through higher premiums 
all would “pay the freight” on the evil practice. The same 
reasoning applies to the limitation to cost of replacement, 
without regard to higher required standard of construction, 
because otherwise a convenient fire would allow an out-of-date 
building to be brought up to date at the expense of the company. 

It is not often that a building can be restored after a serious 
fire to usable condition except by the use of new material. The 
insurance payment based on cash value less depreciation will 
rarely, if ever, cover the cost of such restoration. This may leave 
the insured, desiring to restore his building and resume business 
in the old location, in an embarrassing position if his free resources 
are limited. Hence there has arisen a demand for insurance on 
a replacement-new basis. This demand can be met if the moral 
hazard can be controlled. It is believed that the moral hazard 
is practically eliminated if the insured is required to restore 
forthwith and his payment from his insurer is limited to the 
actual cost of restoration. Such insurance is now offered by an 
endorsement on the policy providing for payment on this basis. 
When the insurance is so written, it is on a 100-per-cent coin- 
surance basis^ relative to the cost of construction of a new build- 
ing at the time of the loss. This ns a recent development and 
is not yet (October, 1945) generally available. 

Of course, fire intentionally set by the insured is not covered 
by the policy, but fire tends to obliterate the evidence of its 
cause, and the person expecting to profit by it usually thinks he 
can conceal his crime. 

The policy does not of itself limit the kind of fire, loss from 
which will be covered, but by common law two kinds of fire are 
distinguishable: friendly and hostile. Fire in its proper place is 
highly useful and is known as a “friendly” fire. Fire not so 
confined is dangerous and destructive and is known as a “hostile” 

‘ See pp. 90-96. 
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fire. The contract is held to cover only loss or damage by a 
hostile fire. Hence, destruction of jewelry or other valua- 
bles, accidentally falling into the fire in tlic stove or on the hearth, 
is not covered by the policy. If the fire rolls out of the grate 
across the hearth and onto the rug in front, its character is 
changed into that of hostile fire, and the loss is covered. 

Mere heat is not fire, and damage due to scorching of paint by 
an overheated stove is not damage by fire within the meaning 
of the policy. There has been no fire except within the stove, 
and that is a friendly fire. If a pan of grease on the stove takes 
fire and, without igniting anything else, creates such a thick 
greasy smoke as to ruin paint that must be repaired, the resulting 
loss and damage are caused by a hostile fire and are covered by 
the policy. 

The policy provides on its face that it is subject to the stipu- 
lations and conditions therein stated, including those on the 
following pages and such other provisions, stipulations, and 
agreements as may be added, as provided in the policy. Several 
of these conditions aid in the description of the risk (1) by specify- 
ing certain property as uninsured and (2) by specifying certain 
perils as not covered. Each of those falls into two classes, one of 
which may not be covered under the policy, while the other may 
be covered by propcir endorsement. 

Fraud, Misrepresentation, Etc. — Fraud, of course, will vitiate 
any contract, and it has already been noted that the insui’ance 
contract is one of the utmost good faith. But to make assurance 
doubly sure and amply warn any who may come to have any 
interest in the contract, it is specifically provided that the entire 
contract shall be void, “ . . . if, whether before or after a loss, 
the insured has wilfully concealed or misrepresented any mate- 
rial fact or circumstance concerning this insurance or the subject 
thereof, or the interest of the insured therein.” It is also made 
void by fraud or false swearing by the insured, whether before 
or after a loss. #r},’'he propriety of such a provision is so self- 
evident that the only further comment apparently called for is 
that it should be remembered that a principal is responsible for 
his agent Avhen acting within the limits of his agency. The 
prospective insured, securing his policy through a broker, ^ should 

‘ See Chap. XIX for discussion of brokers and their functions. 
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see that the broker is fully advised of all conditions affecting the 
risk and is a man whose integrity can be relied upon. The same 
precaution should be observed in employing a public adjuster, or 
any other agent, to represent the insured in settlement of losses. 

Uninsurable and Excepted Property. — Where the property 
covered is described by endorsement, it would appear that 
specification of certain property as not coverable, or as not 
covered, was unnecessary. This would be true if all endorse- 
ments were inventories of specific items covered. In order 
effectively to meet the needs of business, however, description 
must be in general terms. Hence, unless there are exclusions 
elseAvhere, the general terms might be held to include risks that 
the underwriters were unwilling to assume. 

An examination of the list of uninsurable property in lines 8 
and 9 will disclose that it is either of value to the owner alone and 
often replaceable at a nominal cost only, e.g., accounts, deeds, 
evidence of debt;^ or a circulating medium, e.g., money or cur- 
rency, which is easily removable, easily disposed of, and difficult 
to identify. Covering of such property is an invitation to fraud. 

The property that may be covered by specific endorsement, 
though not included in general descriptive terms, again falls 
into two classes. It is either of such high intrinsic value that the 
insurer properly imposes special terms for its coverage, or else 
of such uncertain value that he insists on knoAving what is covered 
and in what amount. 

Perils Not Covered. — ^Although it is proper for a property 
owner to insure against loss or damage due to public disorder, 
it is not ordinarily contemplated as a fire hazard. As fire is 
often an accompaniment of such disorder, fires so arising are 
properly excluded from the coverage of the contract. A time of 
fire is always a time of confusion, and conditions are favorable 
for the operation of thieves. Insurance against theft is proper, 
but again it is proper to exclude losses due to theft from the 
coverage of a fire policy. The third exclusion in this group is 
of a different character. 

1 If not replaceable at nominal cost, measure of damage after fire might 
be the debt itself, or value of property represented by unrecorded deed 
destroyed by fire. There are many reasons why the companies are unwilling 
to assume this risk. 
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This company shall not be liable for loss by fire or other perils insured 
against in this policy caused, directly or indirectly ... by neglect of 
the insured to use all reasonable means to save and preserve the property 
at and after a fire or when the property is endangered by fire in neighbor- 
ing premises. 

The propriety of such exclusion and its conformity to public 
interest are so obvious as to render discussion unnecessary. 

Losses caused by order of civil authority, if not due to fault 
of the owner, may generally be recovered by suitable action at 
law against such authority. Such losses will generally be in 
destruction of a public menace, when the property has changed 
from a community asset to a liability. There is, however, an 
occasional exception to this condition. In a general conflagra- 
tion, sometimes the only way to check the spread of the flames 
and save the remainder of the community is to raze, by dynamite 
or other explosive, buildings in the path of the flames. The 
policy disclaims liability for loss 

... by order of any civil authority, except acts of destruction at the 
time of and for the purpose of preventing the spread of fire, provided 
such fire did not originate from any of the perils herein excluded. 

As to this group of limitations, there is no provision for cov- 
erage by endorsement. 

Perils Not Covered in Basic Form, but Coverable at the 
Option of the Parties by Agreement.^ — There are certain con- 
ditions likely to be present, temporarily or permanently, which 
materially increase the hazard of a particular risk. Some, if 
not most, of these the insurer, for a proper additional premium 
or for no addition, may be willing to accept, but he is clearly 
entitled to know that he is taking over such a risk. The con- 
dition may not be present or eveii contemplated when the policy 
is issued, but may arise during the life of the policy. This is 
provided for by, in effect, suspending the policy during the con- 
tinuance of the coiJttitions unless the insurer specifically assumes 
the risk. 

Other Insurance. — In the earlier policies the insurer was not 
liable if there was other insurance without the company’s con- 
sent. In some cases the existence of an excessive amount of 

1 New York Standard Form Fire Policy, lines 28 to 37. See Appendix I. 



FIRE-INSURANCE CONTRACTS 


77 


insurance increases the moral hazard. Hence the provision 
against other insurance without consent. In most cases the 
added form gave the required consent. This policy approaches 
the problem of overinsurance in the opposite way. Consent to 
other insurance is not universally required. The company, how- 
ever, is specifically authorized to prohibit other insurance or to 
limit its amount by endorsement attached to the policy. 

Chattel Mortgage. — The existence of a chattel mortgage was 
once thought to create an increased hazard in connection with 
property mortgaged and, prior to the adoption of the California 
standard form, the existence of such a mortgage, unless disclosed 
to the company and sanctioned by suitable endorsement, invali- 
dated the entire policy. In a policy designed to cover a variety 
of conditions, this was felt to be too harsh in application though 
sound in principle. Hence it was modified in the drafting of that 
form, and the modification there initiated was continued in the 
1918 New York form, so that the presence of the mortgage merely 
operated to release the insurer of liability in respect to the prop- 
erty subject to the mortgage. The provision has been eliminated 
from the present policy. This is only one of many liberalizing 
changes. 

Other Perils or Subjects. — Companies writing fire insurance 
are often, in fact usually, permitted by their charters to write 
other lines of insurance. The contents of buildings are exposed 
to hazards other than fire damage. Sometimes the buildings 
themselves are also so exposed. As the public has become more 
risk-conscious, insurance aganist these other hazards has been 
sought. The need of keeping track of many policies is annoying 
and sometimes, through oversight, necessary insurance has been 
allowed to lapse. There has been demand for an “all-risk” 
policy on buildings and their contents similar to the marine 
policy on goods in transit. ‘ The laws of most states do not yet 
permit this, but the clause permitting other than fire risks to be 
included in the fire policy, first appearing in the present New 
York policy,* is a first step in that direction. 

Prorata Liability. — Under the theory of indemnity, the 
insured should not receive more by way of insurance than he has 

‘ See Chap. VII. 

* Lines 38-41. 



78 


INSURANCE 


actually lost. Very often the property of an individual requiring 
insurance protection fluctuates quite widely. His needs could 
be covered only if his policy were to expand and contract in 
amount of coverage as his stock of goods expands and contracts. 
This may be most inconvenient to both parties to the contract, 
and both may be better served by the use of several contracts. 
Also, as has been already noted, in order to avoid overloading 
one carrier and yet give the owner of a large building full coverage, 
the use of several carriers is very often desirable. However, 
in order that one policy may not take the entire strain, and a 
second be merely a cover for the value in excess of the first, a 
clause such as the one headed Prorata Liability in the standard 
form is needed : 

This Company shall not be liable for a greater proportion of any loss 
than the amount hereby insured shall bear to the whole insurance 
covering the property, whether collectible or not. 

It may at first seem a hardship that the insured, having suffi- 
cient valid insurance in solvent insurers, should not be fully 
reimbursed because some of the other carriers were unable to 
meet their responsibility. Were this clause not present, so long 
as a property owner protected himself in strong companies up to 
the limit beyond which losses seldom run, he would be reasonably 
sure of indemnity for most of his probable losses, and he might 
then add insurance at cut rates in less reliable companies. Only 
in the case of a large loss, and then only partly, would he feel any 
penalty for bad judgment in such an action. The encouragement 
of poor business judgment, and the cultivating of the irrespon- 
sible at the expense of the responsible, would in the end be bad 
for all concerned. 

Term of the Policy. — The time limitation of the risk transferred 
is expressed on the face of the policy both by specifying its 
length and its beginning and ending. The beginning and ending 
dates are to be insg^rted, and following them are the words ‘^at 
noon, Standard Time, at the location of the property involved.^' 
It should be noted that the hour is set according to standard 
time. 

PROCEDURE IN EVENT OF LOSS 

Since the essence of the transfer of the risk is the insurer's 
promise to pay the loss, it is important that the contract trans- 
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ferring the risk should make clear just what shall be the procedure 
for collection under the policy. The insurer is clearly entitled 
to all information necessary to ascertain the fact of the loss 
and its true amount, and to determine his liability under the 
contract. Although the procedure called for by the various 
standard forms is essentially the same, in the California form 
it is worked out in a precision of detail, with time limits at each 
step and a clear specification of whose duty it is to make the 
ne.xt move that has apparently seemed too cumbersome to the 
drafters of the form under discussion. The essential duties 
imposed on the insured in settlement of losses are (l).to give 
immediate written notice of any loss, (2) to protect the prop- 
erty from further damage, (3) to separate the damaged from the 
undamaged property, (4) to make and furnish the company with 
an inventory of the damaged and undamaged goods, and (5) to 
submit a formal proof of loss. The contract contains a rather 
precise statement of what must be furnished in the proof of 
loss. There is nothing in these requirements that should 
embarrass an honest man accustomed to businesslike procedure, 
though the claimant seeking to defraud would probably 
find them not a little annoying. The formal proof of loss must 
be submitted within 60 days of the occurrence of the fire, unless 
the insurer extends the time. Fulfillment of this requirement 
is a condition precedent to collection of the loss. 

Appraisal. — It is a time-honored practice, when two parties 
cannot agree, to call in one or more to settle the dispute. In 
the fire-insurance contract this practice is brought into play, 
where it is impossible to agree on the amount of loss or damage, 
by providing that either party may demand an appraisal by 
two appraisers, one appointed by the company and the other 
by the insured, who are required to agree on an umpire and then 
to appraise the value of the property involved and the loss. 
The award of any two is binding. 

Appraisal is an expensive process and is to be avoided where it 
reasonably can be. Though each of the appraisers is appointed 
by his own side, the proceeding is in no sense intended as an 
arbitration, but as an independent and expert evaluation of the 
loss. 

Company’s Options. — The company has the option, on giving 
suitable notice (there is some difference in theL.time requirements 
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of the different forms), of taking any or all of the damaged 
personal property at the agreed or appraised value. And this is 
often done when the company can recondition and sell it to 
advantage. The reciprocal right of abandonment is not, how- 
ever, given the assured. To do so would probably be socially 
detrimental, for it would often tend to assist a dishonest claim- 
ant in securing a net gain from the fire. The company on 
similar terms may repair, replace, or rebuild the property with 
other of like kind and quality. But this right is seldom exer- 
cised since it would almost of necessity involve the giving of new 
for old. 

Time for Pa3rment. — The company is allowed 60 days after 
the final settlement of the loss to make payment. In times of 
financial stringency this may be availed of, but most losses are 
paid Avithin this limit. 

Subrogation. — As was noted in Chap. V, the company is 
subrogated to the extent of its payment to rights of recovery 
against any party claimed to be responsible for causing the loss. 

Suits. — The policy contains a short statute of limitations which 
differs in different forms from 12 months (in the 1943 form) to 18 
months after the fire. The difficulty of properly defending such 
a suit unless begun within a reasonably short time is the justi- 
fication for this clause. 

MISCELLANEOUS PROVISIONS 

Added Provisions — Waiver Provisions. — Under these two 
headings the policy provides for the modification of its terms by 
addition of clauses defining the risk, and otherwise modifying the 
contract in ways not inconsistent with its fundamental terms. 
It also attempts to prohibit waiver of any of its terms, except 
those which the policy indicates may be waived, and to prescribe 
that such waivers as are permitted must be in writing added to the 
contract. It further attempts to make sure that the company’s 
action in ascertaining* the extent of loss and examining the case 
shall not be held a waiver of any of its rights. Some of the 
earlier forms tried to carry these attempts further by specif 3 dng 
that no one should be deemed the agent of the company, unless 
duly authorized in writing. 

Although the company is entitled to all reasonable protection, 



FIRE-INSURANCE CONTRACTS 


81 


it appears that these provisions are, in most jurisdictions, futile, 
because they run afoul of general legal principles and, if rigidly 
construed, would work grave injustice to the insuring public. 
For example, if a company intentionally or through negligence 
allowed it to be generally understood in a community that a 
given person was its agent, and especially if it profited by that 
understanding, it would be a grave injustice to refuse to recognize 
that agency in connection with a particular contract. It is a 
general legal principle that an agent has such powers as, with the 
active or passive consent of his principal, the public is led to 
believe he has, and there appear to be no reasons why the rule 
should not apply in the insurance business. As it is not the 
general policy of insurance companies to advertise limitations 
on the powers of local agents issuing policies, they are usually 
held to have general powers to bind their companies. 

This latter attitude is of particular importance, because of the 
further general principle that, with the consent of both parties, 
even written contracts may be modified by oral agreements. 
If the agent, representing his company, orally waives any of the 
requirements of its contract, the company is held to be bound 
by his action. The prohibition against this being done, except 
in a prescribed manner, is one of the terms that may be waived 
and, with this waived orally, the way is open to other oral waivers. 

The situation is further complicated by the general principle 
that, if one party to a contract, either by words, or acts, or 
neglect to act, leads the others reasonably to conclude that he 
has waived certain provisions of the contract, it will be held 
he has done so, and he will be estopped from later claiming the 
benefit of the provision. This is known in law as “estoppel.” 

Although the necessity of doing business through agents of 
various kinds, coupled with the legal theories of waiver and estop- 
pel, at times places the insurance carriers in the position of being 
forced to carry a different risk than was contemplated under the 
contract, the courts generally endeavor to deal fairly with all 
concerned and to protect their reasonable interests. It will 
not do, therefore, for an insured to neglect the use of reasonable 
care in the protection of his own interests, relying upon these 
legal doctrines to save him from the consequences. He should 
read his contract carefully and see to it that agreement with the 
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agent modifying its set terms is endorsed upon it in writing as 
provided in the contract. 

Cancellation. — The company reserves the right of cancellatiop 
of the contract on 5 days’ written notice, which must be accom- 
panied by a tender of, or specify, its readiness to pay the prorata 
portion of the premium for the unexpired period on demand. 
The insured may cancel at any time, but is charged at a higher 
rate, legally and commonly known as “short rates” for the time 
covered, because of the extra expense involved. A table for 
short-rate cancellation is recognized by the courts and used by 
all fire carriers. 

Mortgage Interests . — A very large number of fire-insurance 
policies are made payable to mortgagees as additional security for 
their loans. Holders of mortgages have generally been able to 
get very favorable terms for such insurance. The covering of 
such interests is usually by endorsements, and the terms of the 
coverage are usually set forth quite fully in the endorsement for 
which there is usually no additional charge. The standard con- 
tract contains certain provision in contemplation of mortgagee 
endorsements. Cancellation as to such interests is on 10 days’ 
notice, instead of 5.‘ If the insured fails to prove the loss, the 
mortgagee must do so within 60 days of notice of the failure, and 
he is subject to the other provisions regarding settlement of loss. 
If the company claims that it is not liable to the insured but pays 
the mortgagee, it is subrogated to the extent of the payment to 
the mortgagee’s rights. It also has the option of paying the 
entire mortgage debt and requiring an assignment of it. 

ENDORSEMENTS— FORMS AND CLAUSES 

It is beyond the scope of this book to attempt an exhaustive 
discussion of the form of all the various endorsements, or riders,'^ 
used to modify the standard contracts. They fall into two 
classes: forms and clauses. Some of the earlier standard-policy 
laws limited the use of endorsements to those set up in the law. 
Some of the later statutes have provided in substance that 
clauses may be added such as those 

* Only 5 days’ notice under the California standard form. This is the 
only provision as to mortgagee interests in that form. 

* The terms “endorsement” and “rider” are used interchangeably. 
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1. Covering property and risks not otherwise covered. 

2. Assuming greater liability than is otherwise imposed on the insurer. 

3. Granting insured permits and privileges not otherwise provided. 

4. Waiving provisions for avoiding the policy or suspending the insurance. 

5. Waiving requirements imposed on the insured after loss. 

Clauses are also permitted defining the rights and duties of 
mortgagees and, with specification in some states of size of 
type to assure adequate notice to the insured, imposing duties 
on the insured, and limiting the liability of the insurer. The 
latest standard form contains the provision in this respect under 
the added clauses provision, which reads as follows: 

The extent of the application of insurance under this policy and of the 
contribution to be made by this Company in case of loss, and any other 
agreement not inconsistent with the provisions of this policy, may be 
provided for by agreement in writing added hereto. • . • 

Even though endorsements are not standardized by law, the 
importance to the carriers of uniformity in coverage of risks, 
where several carriers are involved, is such that they are often 
standardized by the carriers through associations covering 
particular territories. It will be well to examine some typical 
endorsements in common use in order to understand their import 
and purpose. This should aid in understanding similar endorse- 
ments which are not discussed. 

Description. — The description of the risk is written upon a 
form which is pasted on the policy in the blank space provided 
for it. The form usually carries, in addition to the description, 
such permissive and restrictive clauses as are appropriate to the 
risk to be covered. A typical form, and one necessarily found' 
on a large number of policies, is the Dwelling and Contents 
Form.^ This form shows the location of the property, and 
there appear several items with a space for entry of amounts 
covered on each and a printed general description of the class of 
property included. There are also blanks for the insertion of 
written description of other classes of property covered by the 

^ See Appendix II for copy as prepared by the Eastern Underwriters 
Association and recommended to the rating organizations in the New Eng- 
land and Middle Atlantic States. Forms used in other parts of the country 
are substantially similar. 
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policy. All blanks may not be filled. The insurance covers 
only the property opposite whose- description an amount appears. 

It will be noted that the form permits, for an additional 
premium set up therein under the term “extended coverage,” 
the inclusion of insurance against certain risks other than that 
of loss by fire.^ It sets forth the conditions and limitations of 
such insurance. It also provides for the inclusion of rental-value 
insurance^ in the same policy. 

The restriction relative to item 2 that losses on this item “shall 
be adjusted ^vith and payable to the Insured specifically named” 
should be noted. Although the insured is permitted to include 
under this item the property of other members of his family per- 
manently living with him, the company would be put to much 
trouble and uncertainty if it were necessary to adjust losses on 
this property with and pay them to the individual owners. It 
might also face conflicting claims of its named insured and the 
others. This requirement, therefore, protects the interests both 
of the company and of the named insured who presumably pays 
the premiums. Such restriction is not placed on the other items. 
The property covered by them may be subject to a mortgage, 
and it may be both appropriate and desirable to provide for 
payment to a mortgagee or other person. The provision for 
such payment to others may be added to the policy by further 
endorsement. 

The policy, by its terms, covers losses occurring within its 
term up to the limit set by its face amount. If payment is 
made for a partial loss, the policy thereafter covers only for the 
excess of the face amount over the payment. If the insured 
desires the full original amount to cover, he must purchase addi- 
tional insurance equal in amount to what he has been paid. If 
the amount is small, this is something of a nuisance to him and 
the company. The form provides for automatic reinstatement 
mtiiout additional premium on payment of any loss not exceed- 
ing $250. Certain" restrictions in the basic form are set aside 
wholly or conditionally, e.g., p>ermission is granted for the 
premises to be unoccupied without limit of time but only if the 

* The authorization for covering such risks in the basic policy has already 
been noted. See p. 77. 

* See discussion of rental-value insurance on pp. 98-99. 
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property is under the protection of an organized fire department. 
Since the form is drawn for possible use in territory where the 
1943 policy has not yet superseded an earlier form, there are 
permits included that are not necessary under the 1943 form. 

Another type of descriptive form is the special-hazard form.^ 
This form is similar to the former in providing for the insuring 
for specified amounts of several types of property but, instead 
of using the general inclusive language in the dwelling-house 
form, an effort is made to break up the coverage into detailed 
parts. In order to prevent misunderstanding of general terms 
and yet avoid repetition of qualifying language, brief terms are 
used in the face of the form and are more fully defined on the 
back. The permits that are granted with these are peculiarly 
appropriate to the type of risk covered. Attention is specially 
called to the Railroad Subrogation Waiver, and to the restrictions 
on the kind of release that may be granted the railroad by the 
insured, without invalidating the policy, as an indication of the 
need of meeting peculiar conditions. The insured is permitted to 
grant release before a loss only, and when required to do so “as a 
condition of obtaining side tracks or other accommodations.” 
The rate on such risks may be higher to compensate for the value 
to the insurer of the subrogation rights so waived. 

This form does not recite the specific amount in which each 
named item is covered but is so worded that the policy covers 
that proportion of the amount entered for each item, which the 
face of the policy bears to the total of the amounts entered for 
the several items. This is known as a “schedule form,” and is 
used for risks that are of such large value that several polides 
will be required to give full coverage. Such a method is used 
to assure that all policies on the risk cover in exactly the same 
way. Where there are several policies, confusion arises in 
apportioning losses among the several carriers, unless all policies 
read exactly alike. When clauses attached to the policies do 
not read alike, that is, when they are nonconcurrent, it is some- 
times impossible for the insured to receive the benefit of all the 
insurance for which he has paid. So important is the need of con- 

1 In fire-insurance circles the term “special hazard” is used to desig- 
nate a manufacturing risk of a hazardous type. See sample forms in Appen- 
dix III. 
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currence in the forms, that many companies print on the filing 
back of the standard-policy form, a warning substantially as 
follows: “It is important that the Avritten portions of all policies 
covering the same property read exactly alike. If they do not 
they should be made uniform at once.” This is a required part 
of the 1943 policy. 

Endorsements Covering Property Not Otherwise Covered. — 

Any exempted property which it is desired to bring under a 
policy should be covered by a specification in the form. For 
example, if it were desired to insure highly prized manuscripts 
excluded by line 10 of the standard form, it might be done by 
using the blank lines on the covering form. 

Endorsement Covering Hazards Not Otherwise Covered. — 
The policy may be extended to cover loss or damage for which 
the company is not liable under the terms of the standard policy. 
This is done by the addition of clauses or permits. Sometimes 
these are embodied in the form, e.g., the Extended Coverage 
Provisions of the Dwelling and Contents Form. Another 
example of such provision is the following found in many forms 
prepared by the New York Fire Insurance Rating Organization: 

Permission is hereby given to make alterations, additions or repairs 
and this policy (so far as it applies on building) shall also cover in 
accordance with the conditions of this policy all materials and supplies 
therefor, therein, or adjacent, and such alterations or additions, and 
(so far as it applies on contents) shall extend to cover in such additions 

Sometimes such permits or extensions of coverage are separately 
attached because the need of them is found in the individual 
risk but not in the general class. An example of this case is that 
of a building in course of construction. The following clause 
may be attached to the policy: 

The building described hereunder being in process of erection, per- 
mission is granted to install all fittings and fixtures pertaining to the 
service thereof, and to«^t up and test machinery to be used therein, and 
to complete and/or occupy and/or operate same; and this policy shall 
also cover materials to be used in the construction of said building, while 
contained therein, and/or on the premises and streets immediately 
adjacent thereto.* 

* A form widely used on the Pacific coast. 
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Sometimes a permit or extension is for a limited time and at an 
extra premium as, for example, when permission is granted to 
carry on for a limited time a hazardous process like the opera- 
tion of a motion-picture machine or for vacancy or unoccupancy 
beyond the 60-day limit of the policy. i Sometimes the company 
may be willing to extend the coverage if certain conditions are 
met and the permit may carry a warranty with it as in the follow- 
ing case : 

In consideration of $ additional premium and the compliance 

by the insured with the following warranties, permission is hereby given 

to use in the building described in the item of this policy 

a gasoline engine, manufactured by at , for 

a period of from to , at noon, and during 

such period to keep in the building or within five feet of same for use 
not to exceed ten gallons of gasoline, unless otherwise allowed under 
specific permit, the same to be kept in an air-tight, closed metallic 
can free from leak. 

The permission hereby granted is operative only when not in violation 
of any law, statute, or municipal restriction. 

Warranties: That no reservoir shall be filled or can or package con- 
taining gasoline, naphtha, benzine or any of the light products of 
petroleum be opened, or the fluid handled, while any fire, blaze or 
artificial light (except approved incandescent electric light) is burning in 
the room or any room adjoining with open communication.* 

The 1943 policy does not, like its predecessors, specifically 
prohibit some of these conditions, but it is suspended “while the 
hazard is increased by any means within the control or knowl- 
edge of the insured.”® The question whether there is such an 
increase is a question of fact, not of policy interpretation. In a, 
trial in court of a disputed claim this question would be left for 
determination by the jury. With these permits in the attached 
form or endorsement, so much of the increase of hazard as they 
cover does not suspend the insurance. 

Changing the Insured Interest. — The policy as printed by the 
companies carries a blank form for assignment of the interest of 
the insured under the policy, and for the necessary consent of 
the company to the assignment. 

‘ See Appendix IV. 

* A New York form. 

’ Lines 31 and 32. 
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Adding an Interest. — The most common type of endorsement 
used to add an interest to the policy is the mortgagee clause. ^ 
This clause creates a new contract, supplementary to the first or 
basic contract. 

The mortgagee does not have control of the property securing 
his loan and is not in position to prevent the insured from invali- 
dating the policy by violating one or more of its provisions. If 
the interest of the mortgagee is to be properly protected, the 
policy should not only be payable to him but be kept in force 
insofar as it covers him, even though it is void as to the insured 
owner. This is provided for in the mortgagee clause. In return, 
the mortgagee agrees to pay the premium if the mortgagor or 
owner does not, to notify the company and pay the additional 
premium required if an increase in hazard comes to his knowl- 
edge, and to assign by subrogation to the company a claim for 
the amount of loss paid to him if the company claims that it is 
not liable to the OAvner. 

The mortgagee is able to get such favorable terms because 
generally mortgagees and others who control credit can impose 
upon borrowers whatever requirements they deem necessary for 
their protection, and competition for the business they control 
forces the companies to make such concession. The companies 
are willing to grant them because, if not liable to the insured, 
they may on paying the mortgagee be subrogated to his claim 
against the insured. 

Endorsements Defining the Application of the Insurance to 
Particular Items. — Sometimes the insured wishes a policy to 

^ See Appendix V. A “mortgagee clause with full contribution” is in 
some jurisdictions used alternatively or in place of the New York clause. 
It is similar to the New York standard clause but carries the additional 
provision, “In case of any other insurance upon the within described prop- 
erty, this company shall not be liable under this policy for a greater propor- 
tion of any loss or damage sustained than the sum hereby insured bears to 
the whole amount of iijpurance on said property, issued to or held by any 
party or parties having ^an insurable interest therein, whether as owner, 
mortgagee or otherwise.” There is grave question whether this does not 
conflict with the provision that the insurance “shall not be invalidated by 
any act or neglect of the mortgagor or owner.” The owner might procure 
additional insurance without the consent of the mortgagee and without the 
attachment of a mortgagee clause. The mortgagee will do well to refuse to 
accept such a clause. 
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float over and cover several parts of his enterprise or plant as, 
for example, in insuring the stock of a manufacturer which may 
be stored in varying quantities in different buildings of his plant. 
The quantities in each building will be constantly changing, and 
it would be impossible to specify a fixed amount in each building. 
He may take a policy to cover the stock in all the buildings. 
But it would be unfair to the company to do this ^vithout limitar 
tion. For, if there Avere, say, four buildings, and the stock fairly 
equally distributed, the insured might carry insurance equal to 
about 30 per cent of the value, and fully cover the stock in any 
one building. The company would then be covering four risks 
for the price of one, since it would be called upon to pay for which- 
ever building burned. To prevent this, a clause is attached,* 
which provides that the coverage on stock in each building 
is at all times that proportion of the face of the policy which 
the value of the property in that building bears to the value 
of all property insured by the policy. This is fair to both 
parties. Similar clauses are used to meet other situations where 
special definition of the coverage is required. 

Clauses Limiting the Company’s Liability. — There are special 
warranty clauses, and other clauses limiting the liability of the 
company,* an explanation of which would unduly lengthen 
discussion if they were considered extensively. But there are 
two of these clauses Avhich are of such importance and are 
so often misunderstood that special consideration should be given 
them. 

Three-fourths-value Clause .^ — In country districts, and else- 
where beyond the range of organized fire departments, if a fire 
starts and obtains any considerable headway, the entire premises 
are usually destroyed. Only the owner and his friends and 
neighbors can do anything to check it or save anything. If 
the owner has insurance equal to the value of the property, there 
may be no incentive for him to use great effort to minimize 
the loss. It is desirable in such cases, and in cities where frequent 
losses of large amount indicates inefficiency in the fire department 
and indifference of the citizens, to furnish an incentive to the 

* See Appendix VT. 

• See examples in Appendices VII to IX, 

’ See Appendix X. 
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insured to prevent loss by not insuring to full value, thus leaving 
him a chance of loss if he does not prevent it. Country properties 
are usually inaccessible, and it is difficult for the companies to 
inspect and be sure that the amount of insurance does not equal 
or exceed the value of the property. The three-fourths-value 
clause is used for this. It provides that the insured will not 
receive payment for loss in excess of 75 per cent of the value of 
his property, even though he succeeds in securing contracts for 
more. A more drastic restriction sometimes is imposed by using 
a three-fourths-loss clause which provides that the company will 
pay not more than its prorata share of three-fourths of any loss. 

Coinsurance Clause . — The conditions described above are 
reversed in the case of property under protection of the organ- 
ized fire departments of large cities. Except in the case of general 
conflagration, a total loss is almost never experienced. Some- 
times the loss is confined to a single room, a closet, a basement, 
or a few shingles on the roof. In other cases more substantial 
damage is done. The first table on page 91, taken from the 
report of a committee of the New York Legislature, shows the 
distribution of an average 100 losses as found in one investigation 
of a substantial sample assuming $100 value in each case.^ 

Under such circumstances the rate charged per $100 of insur- 
ance should vary with the ratio of the amount of insurance to the 
value of the property. For example, assuming that 10,000 
buildings of equal value are insured, that one fire occurs per 100 
houses, and that the extent of the damage is as defined by the 
first table, the committee found the scale of rates shown in the 
second. 

But with the privilege granted the insured to cancel any 
policy at will, there is no way for the insurer to know that, if he 
charges a rate corresponding to the amount of insurance carried 
when his policy is issued, this amount will be continuously 
carried, unless he artaches some clause that penalizes the insured 
if he does not carry that amount of insurance. Since the 
insurance carrier is only a redistributor of the losses incurred 
among its policyholders, the insurer (company) ow'es it to its 
policyholders who carry insurance to nearly full value to see 

1 Report of the Joint Committee of the Senate and Assembly of the State of 
New York, Feb. 1, 1911, p. 83. 
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On the average, out of every 100 fires: 

82 that do a damage of less than $10 on the average $2, making 

altogether a loss of $164 

6 that do a damage of less than $20 and more than $10 on the 

average $14, making altogether a loss of 84 

3 that do a damage of less than $30 and more than $20 on the 

average $25, making altogether a lovss of 75 

2 that do a damage of less than $40 and more than $30 on the 

average $35, making altogether a loss of 70 

1 that docs a damage of less than $50 and more than $40 on the 

average $45, making altogether a loss of 45 

1 that does a damage of less than $60 and more than $50 on the 

average $55, making altogether a loss of 55 

1 that does a damage of less than $70 and more than $60 on the 

average $65, making altogether a loss of 65 

1 that does a damage of less than $80 and more than $70 on the 
average $75, making altogether a loss of 75 

1 that does a damage of less than $90 and more than $80 on the 

average $85, making altogether a loss of 85 

2 that do a damage of less than $100 and more than $90 on the 

average $99, making altogether a loss of 198 


100 Total $916 


If the insurance is 10 per cent of the value, the rate should be. . . . $0.34 
If the insurance is 20 per cent of the value, the rate should be ... . 0.24 

If the insurance is 30 per cent of the value, the rate should be ... . 0.20 

If the insurance is 40 per cent of the value, the rate should be 0.17 

If the insurance is 50 per cent of the value, the rate should be. . . . 0.15 

If the insurance is 60 per cent of the value, the rate should be ... . 0.13 

If the insurance is 70 per cent of the value, the rate should be. . . . 0.12 

If the insurance is 80 per cent of the value, the rate should be. . . . 0.11 

If the insurance is 90 per cent of the value, the rate should be ... . 0.10 

If the insurance is 100 per cent of the value, the rate should be. . . . 0.09^ 

1 Ibid., p. 85. 


The rates in the second table were derived from the figures in the first 
in the following manner: 

On the assumptions stated as the basis of the first table, if insurance 
equal to 10 per cent of the value of each house were carried, the insurance 
would be $10 per house, totaling $100,000. The companies carrying the 
insurance would pay all the losses not exceeding $10 or $164 plus $10 on 
each of the other 18 losses, $180, or a total of $344. This is equal to $0.34 
per $100 of the insurance carried. 

If the insurance were 20 per cent of the value of each house, the total 
insurance would be $200,000. The companies would pay all losses of $20 
or less, the sum of the first two brackets in the first table or $248 and $20 
on each of the other 12 losses, $240, or a total of $488, which is equal to 
$0.24 per $100 of the insurance carried. 

The other rate items are similarly calculated. 



92 


INSURANCE 


that their costs are not increased in order to pay part of the 
share of those who do not carry a proper amount of insurance 
in relation to value. 

The way to enforce such conditions is to attach a clause making 
the insured a coinsurer (i.e., a fellow insurer of his risk) mth 
the others to the extent to which he is short of the proportion of 
insurance to the value he should have to make his rate right. 
Hence the clause was called a coinsurance clause. It would 
say in substance: 

The insured under this policy must carry insurance to the extent of 
80 per cent of the value of the property insured by this policy. If that 
amount of insurance is not in force at the time of the fire, it will be 
assumed that it was and that the insured as an individual insurer had 
issued a policy to himself for the difference between the actual amount 
carried and 80 per cent of the value of his property. 

This sounds like compulsion, in order to increase the business 
of the companies. A clause substantially so phrased was in use 
for some time. It engendered much opposition and hostile 
criticism because the reason for the requirement was not under- 
stood. After various attempts at a more satisfactory clause the 
following form was evolved: 

This Company shall not be liable for a greater proportion of any loss 
or damage to the property described herein than the sum hereby insured 

bears to per cent ( %) of the actual cash value of said 

property at the time such loss shall happen, nor for more than the pro- 
portion which this policy bears to the total insurance thereon. 

In the event that the aggregate claim for any loss is both less than ten 
thousand dollars ($10,000) and less than five per cent (6%) of the total 
amount of insurance upon the property described herein at the time 
such loss occurs, no special inventory or appraisemenfof the undamaged 
property shall be required. 

If the insurance under this policy be divided into two or more items, 
the foregoing shall apply to each item separately. 

This has the advaojiage of not appearing to impose any obligar 
tion on the insured but merely defines the insurer's obligations. 
It is in use in New York and vicinity and is known as the New 
York standard average clause. It is embodied in many of the 
covering forms in that state where the rates are made in con- 
templation of a ratio of insurance to value equal to 80 per cent. 
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Since it cannot be known, if a loss arises, what the obligation of 
the company is until the sound value of the property is known, 
that must either be arrived at or agreed to before the loss can 
be settled. An appraisal or inventory of a large establishment 
is an expensive job. The cost might exceed the amount recover- 
able under a small loss. If the loss is less than 5 per cent of the 
total property, the reduction in liability of the company, because 
of too little insurance, cannot be great. Hence in such cases it is 
better for both to agree to ignore the test of appraisal or special 
inventory and take the value sho^vn by the insured’s books as the 
sound value. The second paragraph of the clause is designed 
to meet such a condition. 

In some jurisdictions the rates are not so made but contem- 
plate a lower ratio, for example 50 per cent. In such jurisdictions 
a percentage reduction in rate is al- 
lowed for the attachment of an aveiv 
age clause, and a form of clause is 
used naming such reduced rate as 
the consideration therefor. This is 
a reduced-rate, average clause.^ 

The equity of the clause is so little 
grasped in some states that its use 
has been prohibited by law. This 
is most unfortunate for it prevents 
a proper adjustment of rates to the 
conditions of the policy and usually 
results in the small policyholder’s paying more than his fair share. 

When such a clause is attached to a policy, there are, in addi- 
tion to the limitation of the company’s liability to the amount of 
actual loss sustained with due allowance for depreciation, three 
other limits. The company is not liable for more than (1) the 
face of the policy, (2) that proportion of any loss which the face of 
the policy bears to the total insurance, and (3) that proportion of 
any loss which the face bears to the named percentage of value 
stated in the average clause. 

In any case, in insurance contracts or elsewhere where there 

1 Such a clause was formerly used on the Pacific coast, but it has now 
been displaced by an average clause substantially the same as the one 
quoted above, 
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are several limits or boundaries, the smallest or narrowest is 
effective. This must be so or one or more of the limits ceases to 
be a limit. This will become apparent by considering the limits 
of possible motion of a person at A in the diagram (Fig. 1) who 
is prohibited from passing beyond the boundary of any of the 
fences marked I, 2, and 3, noting which one stops his progress in 
a given direction and how widely he could range were it not 
present. 

The limit that is effective in any given case under an average 
clause may readily be found by constructing a diagram such as is 
shoAvn in Fig. 2 for the most common case — an 80-per-cent 
average clause. 



^ I Inventory of sound value not required 

O J - — I 1 ' ... — I L I 

0 20 40 60 80 100 

Ratio of Total Insurance to Value, percent 

Fig. 2. 

When the percentage of loss to value has been ascertained, the 
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ratio of insurance to value being known, the point of intersection 
of lines drawn through the two percentages parallel to the sides 
of the square will fix a point within it (or on its edge, if one ratio 
is 100 per cent). By observing the area in which the percentage 
of loss falls, the limit applying is found. If there are several 
policies and the limit named in the average clause is not the same 
in all policies, such a diagram would have to be drawn for each 
percentage named. The appropriate diagram should then be 
used for each policy. 

Study of a few cases using such a diagram will show that if 
either the total insurance or the amount of the loss equals or 
exceeds the percentage named in the clause, tlie clause has no 
effect, a result consistent with the purpose of the clause. 

ENDORSEMENTS DEFINING TYPE OF LOSSES COVERED 

Business-interruption Insurance. — The fire-insurance policj’- is 
intended to cover only financial loss due to the value of physical 
property destroyed. Hence all the forms in use provide sub- 
stantially, as does the one under discussion, that the loss shall 
be estimated “without compensation for loss resulting from 
interruption of business or manufacture.” Yet, if real unfore- 
seen loss is sustained in this way, it is a proper subject for 
insurance. In recent years this has been recognized and coverage 
for losses from interruption of business is offered. .\s it is a 
fire loss, most of the terms of the fire policy will apply, but other 
conditions are required to define the risk covered aud to lay 
down necessary conditions. 

If the risk is a manufacturing enterprise, a complete shutdown 
for a time will involve the loss of net profits and the payment of 
necessarily continuing charges to keep the staff from disinte- 
grating, meet bond interest, and assure other conditions neces- 
sary to be able to resume. Such a loss is known as a “business 
interruption loss.” It was formerly termed a use-and-occwpaiicy 
(U and 0) loss since it comes from the inability to occupy and use 
the premises. The latter term is still sometimes used. In the 
case of partial shutdown the loss involves some but not necessar- 
ily all of these items. By endorsement the coverage is changed 
from that of “direct loss by fire ... to the following described 
property” as set forth in the standard policy to cover actual loss 
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sustained consisting of net profits on the business which is 
thereby prevented, such fixed charges and expenses pertaining 
thereto as must necessarily continue during a total or partial 
suspension of business, and such expenses as are properly incurred 
for the purpose of reducing the loss under the policy. It is 
necessary to use several forms^ according to the degree of con- 
tinuity in the operation of the risk and the desires of the insured 
as to the items of loss to be covered. Seasonally shutdown 
risks present special difficulties. 

The form specifies the company’s liability for total or partial 
suspension and defines a number of necessary terms. It requires 
the insured to resume operations as promptly as possible. 
Modification of the limitations of the basic policy by permits 
and restrictions may be included as with other forms. 

When the operations of the insured are of seasonal or fluctuat- 
ing character, a further problem is presented of providing an 
adequate amount of indemnity in the busy season without 
increasing the moral hazard by offering excess indemnity in the 
slack time. This is done by a form specifying a different maxi- 
mum limit for each of the several periods. 

Additional Charges and Expense Insurance. — Use-and-occu- 
pancy insurance is suitable for firms that can, if covered by such 
insurance, survive a shutdown period without permanent injury. 
But a business in a highly competitive field might not be able to 
suspend for a time without such loss of customers and connections 
as would practically force it to begin all over again. Such firms 
feel they must go on at any cost. For them there is offered 
insurance designated on the Pacific coast by the title of this 
paragraph. Elsewhere it is sometimes known by the shorter 
term extrarexpense insurance. It is provided by an endorsement 
on a standard fire-insurance policy. The conditioning clause is, 
as in the use-and-occupancy form, damage to the premises 
during the term of the policy. The indemnity provision used on 
the Pacific coast is 

This policy being for $ covers its pro rata proportion 

(namely ths) of the following; $ on adffitional 

charges and expenses. 

‘ See Appendix XI for one form covering manufacturing plants. 
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1. The conditions of this contract are that if . . • . 

2. The amount of such additional charges and expenses shall be 
arrived at as follows: 

Such fixed charges and expenses as must necessarily continue during a 
total or partial interruption of business; plus 

Such additional charges and expenses as may be incurred for the purpose 
of maintaining and/or conducting the business of the insured; 

The full sum of costs and expenses which would have been incurred 
in the normal conduct of the business had no fire occurred; subject, 
however, to the further conditions and limits hereof. 

3. It is a condition of this contract that the liability of this company 
shall not exceed the following; 

(40) % of the amount of the insurance hereunder for a “period of 
indemnity” of one month or less. 

(SO) % of the amount of the insurance hereunder for a “period of 
indemnity” exceeding one month but not exceeding two months. 

(20) % of the amount of the insurance hereunder for a “period of 
indemnity” exceeding two months but not exceeding three months. 
(10) % of the amount of the insurance hereunder for a “period of 
indemnity” exceeding three months but not exceeding four months. 

In the event that the additional charges and expenses incurred by the 
insured during the longest period of restoration, for which provision 
is made above, do not exhaust the insurance hereby provided, then such 
unexhausted limit of liability shall apply for the remainder of the 
period of restoration, not exceeding in any event, however, 12 months 
after the date of the fire. 

4. It is a further condition of this contract that, as soon as practicable 
after any loss, the insured shall resume complete or partial business 
operations of the property herein described and, insofar as possible, 
reduce or dispense with such additional charges and expenses as are 
being incurred.^ 

Additional Living Expense Insurance. — Occupants of a 
dwelling also may obtain insurance against extra expense by 
means of an endorsement on a standard fire-insurance policy. 
The endorsement sets up a total sum for the insurance. It 
specifies the ‘‘period of indemnity^' as that necessary to restore 
the premises or until “the Insured's household becomes settled 
in any permanent quarters." The liability for any one month 
(30 days) during the period of indemnity is limited to 25 per 

1 The amounts entered in parentheses as percentages are commonly used. 
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cent of the amount of insurance. Thus, in order to be fully 
indemnified in all cases the insured must carry a total equal to 
four times his maximum extra living expense. 

Profits and Commissions Insurance. — Profits insurance covers 
only the loss of profits on finished merchandise. Commissions 
insurance covers loss of commissions on sale of goods destroyed 
by fire. There is some justification for the question Avhether 
such insurance is consistent with the theory that the insurance 
contract is strictly one of indemnity. The values insured are 
not in existence and may never come into existence. Yet in 
modern life the prospect of such values is usually discounted in 
financial arrangements, and that prospect may be destroyed by 
fire. Profits have always been insurable in connection with 
marine risks. In all branches of insurance the acceptance of 
such risks must be attended with gi'eat caution for they present 
great opportunity for moral hazard. Considerable variation 
is found in the forms used. 

Some companies have been willing to issue to large department 
stores, of high reputation and unquestioned integrity policies 
providing for loss payment equal to the retail selling price of the 
goods destroyed. In such cases the profits are automatically 
insured, and separate profits insurance is unnecessary. 

Rent, Rental-value, and Leasehold Insurance. — Correspond- 
ing to the loss which the manufacturer sustains by inability to 
use his premises and for which he is covered by use-and-occupancy 
insurance is the loss the landlord may sustain if his premises arc 
rendered unfit for use and his income from rents is cut off. 
Insurance against this type of loss is known as rent insurance, 
and the form used is similar to that for use and occupancy though 
simpler. 

The homeowner, if his house is rendered uninhabitable, must 
usually incur expense for rent until his house has been rehabili- 
tated or rebuilt. '{J^is is in addition to his property loss. He 
may insure against this by buying rental-value insurance.^ 

If one is fortunate enough to own a leasehold on property in a 
neighborhood where rents have advanced since the lease was 
executed, he has a source of profit in the difference between the 
discounted value of the future rent at the rates likely to prevail 

‘ See Appendix II, item 8. 
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during the remainder of the term of the lease and the discounted 
value of the payments required under his lease. Although this 
is a diminishing valvie, it is insurable under leasehold insurance. 
The form usually specifies the value of the leasehold and the rate 
of monthly reduction in the value. If the property is totally 
destroyed, the agreed value of the leasehold less the deduction 
for the elapsed time is payable. If the property is merely 
rendered uninhabitable for a time, the monthly indemnity is in 
an amount specified in the form. 

Supplementary Insurance. — Persons whose property is insured 
under fire-insurance policies are also exposed to other insurable 
risks of loss of the same property. Until recently, if they desired 
insurance against such risks, it was necessary to secure one or more 
additional policies to cover against them. With the extended 
development of inland marine insurance the puVdic has been 
offered in the personal-property floater^ an “all-risk” coverage 
on property while “permanently located in summer, Avinter, or 
country home.” This coverage has created serious competition 
for the fire-insurance business. In an effort to meet it, many 
fire-insurance companies are now offering a supplementary 
endorsement covering buildings and contents* against other risks 
which it is within their charter powers to cover. The additional 
risks usually covered under such endorsements are Avindstorm, 
hail, explosion, riot, and damage from aircraft and motor vehicles. 
A single additional premium is charged for this endorsement. 
The terms under which these risks are covered are substantially 
the same as those embodied in separate policies for such risks.* 

The Dwelling and Contents Form referred to above and 
reproduced as Appendix II includes these risks and specifies the 
conditions under which they are covered and the additional 
premium charged for this supplementary insurance. 

SUMMARY 

In this chapter the principal clauses of the latest form of 
standard fire-insurance policy have been explained. The need of 
an extensive use of endorsements and riders to make the contract 

1 See p. 123. 

* With some exceptions whieh it does not seem appropriate to deal with 
here in detail. 

‘ See Chap. IX. 
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fit properly the needs of the public has been noted, and some 
typical examples of the more important classes of such riders have 
been examined. They have not been considered in detail as 
that could not be done adequately in a book devoted to a general 
consideration of all branches of insurance. 

There are considerable differences in practice among the states, 
differences in the requirements of the several states making 
uniformity impossible. Policy forms and modifying endorse- 
ments are much alike, but the insurance carrier must always 
diligently examine the laws of each state (and the rulings of its 
insurance authorities) to be sure of complying vdth official 
requirements; and the insured must examine his contract with 
care in order to understand his rights and obligations. 
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CHAPTER VII 

MARINE-INSURANCE CONTRACTS 


The field of marine insurance is that created by risks to which 
goods that may be in transportation and the means of transport- 
ing them are subject. Originally marine insurance was, as its 
name implies, confined to the coverage of the risks of ocean- 
marine transportation, but a natural extension has taken place, 
first to the coverage of transportation over inland waterways and 
then to that of transportation on land generally, even including 
transportation by mail.^ The business has also been extended 
to cover certain, though not all, risks incidental to the construc- 
tion of ships, known as ‘‘builders’ risk.” The great bulk of the 
business, however is in the coverage of the risks of ocean trans- 
portation. ^ Different forms are used for each type of coverage 
offered, but the key form from which all the others are derived 
is that designed to cover the ocean-transportation risk. Not 
only may risks to ships and cargoes be covered, but also risks to 
freights and profits. It is possible, without doing violence to the 
subject, to liken the coverage of the ship to that of the house 

^ By statutory enactment companies chartered and authorized to write 
marine insurance have been authorized to insure against *^all risks’’ certain 
property in a fixed location, for example, art objects of high value for which 
full coverage could not otherwise be obtained except under several different 
kinds of policies and even then with the possibility of some gaps in the 
coverage. This seems to have been justified by the fact that such objects 
may at times be put on exhibition at places remote from their normal loca- 
tion, which would require their transportation and thus bring them within 
the marine field. Even though such exhibition were infrequent, it might be 
upon short notice. From this small beginning the list has been considerably 
extended, including even such things as ornamental glass (church) windows, 
provided they are of such fine quality as to be properly classified as works of 
art. 

* The growth of inland marine insurance in the United States has been 
very rapid in recent years but has not yet overtaken the true ocean-marine 
volume. 
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against fire; the coverage of the cargo to that of the contents of 
the house; and the coverage of freights, profits, etc. tp the 
similar coverage in fire insurance known as “use-and-occupancy 
insurance.” 

Historical Development. — Marine insurance is the oldest 
branch of the insurance business. No record of an insurance 
business in the modern form among the ancients has come down 
to us, through respondentia loans served in a limited way to 
perform the same economic function. These loans were made 
on the security of the venture and were repayable with interest 
if the voyage was successfully completed, but were canceled if it 
failed. If the lender negotiated a sufficient number of such 
loans, he had a more or less regular ratio of loss, and a part 
of his interest was in the nature of an insurance premium to pay 
losses. 

The precise time and place of the origin of marine insurance in 
the modern form is unknown, but it is generally agreed that it 
was prior to a.d. 1400 and among the Lombard and Venetian 
traders in the Mediterranean. It is certain that it was brought 
to London by the Lombard merchants, and the name “policy” 
(from 'polizza — a written and folded document) given the 
written insurance contract is evidence of its Italian origin. 
The early business was not done by corporations as now, but by 
individual insurers. The proposal was presented at a common 
meeting place of traders; those willing to accept part of the 
risk attached their signature at the bottom and indicated the 
amount they assumed with notations of any further limitations 
that might be agreed to. From this practice comes the term 
“underwriter” which designates one who is skilled in passing 
upon the desirability of accepting particular risks and the 
proper terms of acceptance. 

At a somewhat later time the coffeehouse of one Edward 
Lloyd was a congreg^iting place for those interested in seafaring 
ventures, and a center of marine news. It became a headquarters 
for those traders who were disposed to become underwriters 
of marine risks. Gradually, as the volume of such transactions 
increased, a few, and later an increasing number, gave up their 
other trading to specialize in underwriting. In 1769, an organi- 
zation of the underwriters at Lloyd’s, London, was formed. 
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which persists to the present time and does business in much the 
same way as in the olden days at Lloyd’s coffeehouse, though 
in more businesslike surroundings. As would be natural under 
such circumstances, the form of policy for covering the cargo 
risk was gradually standardized, until the underwriters adopted 
and printed a standard Lloyd’s form of contract in 1779. 
Through the decision of innumerable cases since that time, every 
phrase and word of this old contract has received the attention of 
the courts, with the result that, at least among English-speaking 
countries, the old contract is the core of all marine-insurance 
l)olicies; this despite its archaic language, which to a modern 
is almost meaningless jargon. The modern American policy ‘ 
does not rigidly follow the old form, but its outstanding features 
are the same. Before undertaking a study of the form, an 
explanation will be given of certain conditions attending the 
conduct of the marine-insurance business, which are not found 
in other kinds of insurance and which sharply differentiate 
the forms and practices in marine insurance from those in the 
other branches. 

Competitive Character of Marine Insurance. — ^The cost to the 
consumer of a product is not its (iost in the primary market 
for that product, but the cost at that point plus all the costs 
involved in its transportation to the i)oint of consumption. 
As a concrete illustration, the cost to a Liverj^ool cotton merchant 
of a consignment of cotton purchased in the New Orleans market 
may be taken. He must resell that cotton at a price which 
will reimburse him for that cost including what he paid in New 
Orleans for the cotton itself, for the freight he paid, and for 
insurance during transportation, as well as all other e.xpenses 
involved in landing the cotton at Tiverpool. To the extent that 
the Liverpool price exceeds the sum of these costs he will make a 
profit. He will, therefore, do his utmost to keep these costs at 
the lowest possible point. 

If there are reputable underwriters in New Orleans who are 
offering insurance of cargo at a rate as low as, or lawer than, can 
be obtained elsewhere, he may w'ell buy in New Orleans c.i.f. 
(cost, insurance, and freight); meaning that the price paid 
includes these charges. But if there are underwriters in Liver- 

‘ See Appendix XIII. 
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pool, London, or, for that matter, Zurich, or Bombay, in whose 
financial standing he has full confidence and who quote a lower 
rate, or otherwise offer more favorable terms, he will buy ^.o.b. 
New Orleans and negotiate his insurance in the most favorable 
market. In international trade the buyer, who pays the bill, 
is not a resident nor, usually, a citizen of the country in which the 
cargo originates, and is therefore not amenable to its laws, 
except as it may be possible to reach him through his goods. 
Were Lousiana to irapo.se restrictions on the shipment of cotton 
overseas except under certain prescribed conditions as to insur- 
ance, it could onlj'^ do so at the jeopardy of its trade. As the 
buyer, the one who would suffer through bad insurance, is not a 
local citizen, there is not the incentive to surround his contract 
with safeguards. If he takes his insurance in his own country, 
he w'ill receive the benefits of its law but, if he goes abroad for 
his insurance, he is not followed by the same safeguards. He 
would be protected only by the laws of his o\vn country which 
would not protect him elsewhere. Under such circumstances, 
the marine-insurance business is internationally competitive, and 
there is considerably less standardization of forms or practices 
by statute than in other lines. 

Because of the prominence of Lloyd’s underwriters during 
the days of the growth of British trade, the immense overseas 
trade of Great Britain, and the importance generally of London 
in international trade, London and Lloyd’s are still the world 
center of marine-insurance activity. 

In 1906, Parliament passetl “An Act to codify the Law relating 
to Marine Insurance. The first schedule of this act reproduces 
the Lloyd’s policy as t^e one to w'hich the act applies, but the 
form is not made mandatory. Indeed, a part of the same 
schedule reads, “The following are the rules referred to by this 
Act for the construction of a policy in the above or other like 
form, ...” whicj>^clearly implies permission to use other forms. 

Notwithstanding international competition which wholly pre- 
cludes any concerted action in regard to rates, so great is the 
body of law built up around the old Lloyd’s form, and such is the 
value attached to this interpretative work, that even the forms 


* 6 Edw. 7, Ch. 41. 
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used by American insurance corporations are, in their important 
terms, substantially in that form. 

Marine Policy Forms. — Even more than with the standard 
fire-insurance policy, it is essential, in marine insurance, to use 
endorsements to fit the contract to the needs of individual risks, 
though different policy forms are used to cover the distinctly 
different marine lines. The extent to which different forms are 
used for different kinds of risk varies from company to company 
though certain distinct classes are found with all companies. 
The most important types are 

Cargo policies covering goods in transit in vessels. 

Inland transportation policies covering goods in transit by rail or inland 
water carrier.^ v 

Mail policies covering shipment of goods or securities (registered mail 
policies) sent by mail. 

Tourist floater policies covering personal effects while traveling. 

Hull policies covering vessels and their equipment. 

Freight and profits policies covering freight charges and profits of vessel 
owners and shippers. 

Builders’ risk policies covering the risks of construction and testing (trial 
trips) of vessels. 

Liability (protection and indemnity) policies covering liability for injury 
to the person or property of others due to the operation of vessels. 

The basic form^ will first be analyzed, after which the purpose 
and significance of the more common types of endorsements will 
be explained. This procedure will be applied to the cargo form 
as a type; variations from this form wll be indicated under 
appropriate headings. There will be considered in order: 

1. Parties. 

2. Consideration. 

3. Risk transferred. 

а. Property covered. 

б. Term. 

c. Hazards. 

4. Loss procedure provisions. 

5. Limitations and qualifying clauses. 

1 Different forms are used for motor-truck transit than for shipment by 
other means. 

* See Appendix XIII. 
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The Parties. — In America the policy is regularly headed by the 
name of the insurer. Where the insurance is written individually 
by a group of underwriters, as in the case of policies issued at 
Lloyd’s, London, it is obviously impossible so to head the policy. 
Since the policy must be properly signed on behalf of the insurer, 
this heading appears to have no legal significance. The name of 
the insured taking out the policy appears next, followed by the 
words “on account of,” after which is a space in which is to be 
written the name of the party for whose benefit the insurance is 
taken, the real insured. This may be the person taking out the 
insurance, in which case the blank would be filled out “himself.” 
Generally this is not the case in cargo insurance, the insurance 
being taken for the purchaser of the goods shipped. As was 
indicated in Chap. V, a real insurable interest is necessary to the 
validity of any insurance contract, but there may be a variety 
of interests in a marine venture, such as those of the owner, 
managing owner, mortgagee, consignee, factor or commission 
merchant, trustee for creditor, or agent, all of which are valid 
and insurable to the extent of their actual value. The party 
for whom the insurance is effected, if known, and the nature of his 
interest should be clearly indicated. 

Goods are often sold while in transit. Sometimes ownership 
changes hands several times, and it may not be known, when 
the insurance is written, who is to have the protection of the 
insurance at a particular time in the future. In such cases it is 
customary to fill in the blank with the phrase “whom it may 
concern.” This is not all-inclusive but implies only that class of 
interests for whom the named assured is acting, and only those 
of such class who may have authorized him in advance to act as 
their agent for that purpose or who may afterward ratify his 
act and adopt the insurance. Ratification need not necessarily 
have taken place before a loss. 

The policy designates the currency in which, place at which 
and person to whom^the loss is to be paid. The payee may be 
the real insured or some interested third party. If the shipments 
are financed by a bank, it is customary to make the policy 
payable to the bank to protect its advances. Since the interest 
of the underwriters cannot be adversly affected by the arrange- 
ment to pay some other party, if that party can give a valid 
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release from liability on payment, it is quite in order for the 
insured to order payment to someone else, and for the insurer 
to accept and act on such order. 

Consideration. — The marine policy does not, like the fire 
policy, recite the consideration at the outset. It will be noted 
that toward the middle of the policy there is a blank space 
preceded by the words “having been paid the consideration 
for this insurance, by the assured or his or their assigns, at and 
after the rate of ...” At this point is entered the premium rate, 
which, as far as the policy itself shows, is the sole consideration. 
This language does not make the policy itself a receipt for the 
premium but has been held to be merely a statement of what the 
underwriters are entitled to receive. Similar, but stronger, 
language in the Lloyd’s policy has been held only prima-facie 
evidence of payment. By implication and construction, other 
considerations in the nature of representations and warranties 
have been read into the contract. ^ 

Risk Transferred. Property Covered . — ^The printed form 
apparently covers “all kinds of lawful goods and merchandises 
laden,” etc., but the actual coverage is not so broad. Except 
in blanket policies, which will be further discussed later in this 
chapter, it is customary to write a description of the specific 
property insured immediately before this phrase. In this 
description it is desirable to identify the goods by specific marks 
as, for example, “ 100 cases canned asparagus, marked Livingston, 
Brown & Co. XXX.” 

The policy form identifies the goods as “laden or to be laden.” 
As Avill be plain when the term of the coverage is reviewed 
this language does not cause the insurance to attach until the 
goods are loaded, but refers to the condition of the goods at 
the time the policy is negotiated. Commercial necessity dictates 
that the goods must never be left unprotected. Hence the 
policy should be negotiated before the loading so that it may take 
effect as to each piece of property as soon as it comes within its 
scope. This language defines the class of goods' to be covered, 
vtz., those to be taken on the ship named in the policy. . .. . 

The policy provides space for naming the vessel and its master, 
though it provides also for the possibility of the vessel sailing 
‘ See p. 66. 
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under a different name or a different master. The fitness of the 
vessel for the contemplated voyage is a most important con- 
sideration for the underwriter in determining the acceptability 
of the risk. It is therefore of the utmost importance that the 
vessel be correctly identified and, if this be accomplished, it is 
immaterial if the name is changed. This provision will not 
save one who misrepresents the vessel involved, but if the name 
is changed and both parties correctly understand the identity 
of the vessel, the policy holds. A consideration to the under- 
writer scarcely second to the fitness of the vessel, is the skill 
of the master, and it was formerly important that the exact 
facts as to who was master be communicated. With the growth 
of shipping since the First World War, it has not been possible to 
follow this so closely. Usually now this blank is not filled in 
and some companies omit from their policies any reference to 
the master. 

The policy provides that “the said goods and merchandises, 
hereby insured, are valued (premium included) at . . . ” Since 
the purpose of transportation is an increase of value of, the 
goods transported, the goods on arrival will, in general, be worth 
more than on departure. If lost in transit, serious dispute 
might well arise over the value at the time lost. This problem, 
difficult as it would be in modern times, was far more difficult 
in the early days of marine insurance when long slow voyages and 
the small carrying capacities of vessels made the transportation 
costs, and consequently the spread of value between point 
of embarcation and destination, much greater than at present; 
and the lack of rapid communication caused much more difficulty 
in fixing the time of loss. So the custom of specifying the value 
in the policy early became established. Marine policies have 
always been written on the basis of 100-pe;r-cent coinsurance; 
if the ihsiurance does not equal the value stated in the policy, 
the underwriter bears no larger proportion of any loss than 
that which the amount of the policy bears to the stated value. ^ 

In the case of partial loss (the only case to which coinsurance 
conditions apply) the practice is to ascertain the market price at 
the place of destination and time of arrival of imdamaged goods 

* Although not specified in the policy, this practice has been recognized in 
oonunon and statute law. 
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of the same kind and quality. Then the price that the damaged 
goods would bring in the open market is found, often, if not 
always, by their actual sale. The difference (the amount of loss) 
is expressed as a percentage of the sound value. The amount 
paid is that percentage of the value stated in the policy. For 
example, if a cargo were shipped with a stated value of $1,000 and 
sustained damage on the voyage, it might bring $600 on arrival. 
A quantity of similar goods equal to that shipped might be worth 
$1,200. There would thus be established a 50-per-cent loss of 
value. Fifty per cent of the named value of $1,000, or $500, 
would be paid. The insured would sustain an uninsured loss of 
$100, the proportion of the loss which his declared value was 
short of the true value. In the rare case of overvaluation, the 
insured, under this practice, receives more than his loss by the 
proportion of his overvaluation. If the market value of sound 
goods in the above case proved to be only $800, the loss in value 
of $200 would have been 25 per cent and the amount paid $250. 

Term of the Contract . — ^To meet the needs of commerce and 
trade a variety of marine-insurance contracts are used, even to 
cover the cargo risk alone. The large shipper, for example, 
will usually take a blanket policy covering all his shipments 
for a term (usually one year) specified in the contract. Provision 
is made under such a contract for the issuance of certificates 
covering each reported shipment. For the small shipper voy- 
age policies, covering individual shipments, are issued. Origi- 
nally all policies were voyage policies, and the certificate covering 
an individual shipment under a blanket policy is in effect a 
voyage policy. The basic form is prepared for this type of 
coverage, and the term of the policy is the voyage. It is described 
in the space provided therefor, beginning with “at and from 
• • • 

As indicated in the form, the risk begins as Soon as the goods 
are loaded at the initial terminus (the terminus a quo), and 
continues until safe landing at the final terminus of the voyage 
(the terminus ad quern). The point of time at .which the goods 
are “loaded” depends on the custom at the port of departure. 
If the loading is done from dock cranes, for example, the risk 
does not attach under the policy until the goods are deposited 
on the deck or in the hold of the vessel. If the custom is to 
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load by the vessel’s slings, booms, and other gear, the risk 
attaches as soon as the goods clear the wharf. In landing, 
the termination of the risk depends on what is customarily 
accepted at the destination as safe landing. If transfer to a 
receiving barge is the accepted custom, the risk ceases when the 
goods are deposited on the barge, but if the custom requires 
transfer to surf boats and landing on the beach beyond the 
surf, the risk continues until this is accomplished. 

It is an implied warranty, read into the contract by the courts 
in a long line of decisions, that, unless otherwise specified in 
the policy, the voyage will be by the shortest customary route 
and that it will be prosecuted without delay. Failure to comply 
with these implied warranties constitutes a deviation and renders 
the policy void. But the policy by its terms permits one type 
of deviation, viz., that made necessary by stress of weather or 
unavoidable accident. Universal and time-honored custom 
of the sea permits one other deviation, the errand of mercy to 
save life. But deviation to salvage goods is not permitted by 
custom. It is now usual for a clause to be added permitting 
deviation subject to adjustment of premium. 

The insuring clause contains the words, “l^t or not lost.” 
Even though the vessel were lost at the time the policy was 
issued, if that fact were unknown to the insured or insurer, 
though perhaps suspected by both, there would be no inequity 
or impropriety in issuing a policy; and many policies, particularly 
of reinsurance are so issued. In this way probable loss may 
be spread over several insurers at appropriate rates. 

Hazards Covered. — ^Two points are outstanding in the descrip- 
tion of the hazards covered in the marine policy: fiFst, the broad 
inclusiveness of the perils clause in which it appears, from the 
order of the terms, that efforts have steadily been made to 
cover any reasonable risk which may arise in a voyage, and that, 
as risks came up whijph were found not covered under the form 
of policy in use, the policy was modified to include them; and 
second, the freedom of the policy from clauses limiting the 
insurer’s liability. There are only two such clauses in the basic 
Lloyd’s form, the sue-and-labor clause and the memorandum clause, 
and the companies rarely print more than one or two more in their 
policies, though it is common practice to attach limiting clauses 
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by endorsement. But such is the simple character of the basic 
policy and so free is it of conditions that these limiting endorse- 
ments, even in the harsh form of warranties, are still given 
full force by the courts, as are the implied warranties of non- 
deviation and of seaworthiness. Indeed, one eminent insurance 
lawyer raised the question before the Insurance Society of 
New York,^ whether the fire underwriters might not have done 
better for themselves had they drawn less complex forms and 
relied on the courts for fair treatment. The coverage of the 
perils clause is not so broad as a first reading appears to indicate, 
but the explanation of its limits would lead too far afield.* 

The sue-and-labor clause is both a restriction and an extension 
of the coverage. It arises out of the peculiar hazards of marine 
enterprises. If, for example, a vessel is in collision with another 
in foreign waters, it may be desirable to bring action promptly 
against the other vessel in order to protect the right of recovery. 
If it is stranded, it may be necessary to incur expense for the 
protection of the vessel. It is desirable in the interest of the 
insured and insurer alike that the loss be minimized. Yet 
the insured %vill be loath to spend money for these purposes 
unless assured of reimbursement and, even then, not unless it 
were clearly his duty to do so. This clause makes it the duty of 
the insured or his representatives so to do and guarantees that 
he will be reimbursed. 

For an understanding of the second limitation, in the memo- 
randum clause, it is necessary to understand two technical 
terms of marine shipping practice and their origin. It has been 
the custom of marine traders from the earliest time to apportion 
a sacrifice made of one interest in a venture for the common 
good ratably among all the interests affected. Since the loss is 
general, its settlement is known as a general-average adjustment, 
and the loss that gives rise to it, as a general-average loss. When 
partial loss occurs to a particular interest and does not result 

‘See Richards, Gborob, “Fundamentals in the Law-of Insurance and 
Why Adopted,” in “The Fire Insurance Contract,” pp. 72-83, especially 
pp, 82—83. 

* A more complete discussion of the perils clause will be found in William 
D. Winter, “Marine Insurance,” Chap. VIII; S. S. Huebner, “Marine 
Insurance,” Chap. V, 
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from a sacrifice for the safety of the entire venture, the loss is a 
particular average, and that interest and its insurer alone bear 
the loss. 

An example will help clear up the meaning and effect of these 
terms. If, in a mixed cargo, including copra from the Philippines 
and silks from China among other things shipped to San Fran- 
cisco, the copra takes fire while on the voyage, and in the course 
of putting it out, the silk is water-damaged, the copra has 
suffered a particular-average loss (for the loss was sustained by 
it but in no way as a sacrifice for the common good), while the 
silk has sustained a general-average damage, since the water 
was used to put out the fire and save the entire venture.^ The 
problems of adjusting and apportioning general-average loss 
are so intricate that there has grown up a special profession of 
marine general-average adjustment, and even skillful marine 
underwriters do not undertake this apportionment. 

There is always a certain amount of breakage in the shipment 
of goods, especially by water, owing toihe motion of the vessel. 
Some goods also are particularly perishable if subjected to undue 
heat or moisture, both of which may be found in the holds of ves- 
sels. If these risks are covered under the marine policy, the 
amount of losses the underwriters may be called upon to pay will be 
much larger than if they were excluded. Premiums will have to 
be higher to correspond. The man who is making many ship- 
ments during a year will sustain a certain regular loss from this 
cause just as would the insurance company. Since these losses 
are regular rather than uncertain, there is no appreciable risk, 
and they may well be treated as a part of operating costs. 
There is no gain to a shipper in having these risks covered by his 
insurance. Rather there is loss since the premium may be 
expected to provide not only the amount to pay the losses but 
something in addition for expenses and profit to the underwriter. 
The covering of sudi- losses is also an annoyance to the under- 
writer since the expense of settlement would often exceed the 
amount of the loss. Such considerations long since led to the 
addition of the memorandum clause reducing the liability of 
the underwriter for particular average to certain classes of goods. 
The amount of particular average excluded from the policy for 
^ See York-Antwerp Rules; 1924, Rule III. So also under 1890 rule. 
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each class of goods is set up in the clause and depends on the 
susceptibility of the goods to such damage.* 

Loss Procedure. — The policy is free from detail as to loss proce- 
dure, the only reference being to the time within which the loss 
is payable and the respective liability in the case of several 
policies. But custom has established a definite loss procedure 
which now has the force of law. Owing to complexity of appor- 
tioning general-average loss, it is usual for both the insurer and 
the insured to resort to professional adjusters to determine the 
amount and validity of claims. 

This simplicity in form may be contrasted with the elaborate 
specification of proofs and procedure for loss settlement under 
the fire policy. The marine policy refers to these things only 
in an incidental way in fixing the time when payment must 
be made by the insurer, but the furnishing of such proof is 
implied in the policy and required generally in law to sustain 
a claim. 

Total Losses. — One of the tragedies of the sea is the necessity 
at times of abandoning the ship to save life, either at sea or after 
stranding. The sue-and-labor clause requires the insured to 
make every reasonable effort to save property, but such efforts 
should not be pushed to an unreasonable extreme, for cases 
might well arise where they would endanger the lives of all on 
board or where the cost of salvage would exceed the value of the 
thing saved. Clearly this would be waste and would justify 
abandonment of the venture and the making of a claim for total 
loss. Whether the abandonment is physically necessary to 
save life or merely financially advisable because of salvage cost, 
the insured property becomes the property of the undervTiters... 
Where the abandonment is not for physical reasons, it is referred 
to as an abandonment to the underwriters who in such cases 
are usually on the ground and take charge. A total loss by 
abandonment is known as a constructive total loss to distin- 
guish it from aciual total loss. Both British and American 
law recognize constructive total loss, but the rules differ. Under 
the English rule, such total loss may not be claimed unless the 
cost of salvage or repairing equals, or exceeds, the value of the 
vessel when repaired; under the American rule, the vessel 

^ For form of clause see Appendix XIII, Memorandum. 
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or goods may be abandoned if the cost of salvage and repair will 
equal or exceed 50 per cent of the repaired value. These rules are 
not directly stated in the policies in use in either country but are 
implied by the fact that policies are subject to the laws of the 
country where issued. 

Other Insurance. — ^The policy provides against excess recovery 
where there is more than one policy covering the risk, but in a 
quite different way from the fire policy. Under the marine 
policy as issued by American companies, the insurers pay in 
order of the date of the policy and, if a company is exempted 
from part of the claim because of prior insurance, it is bound to 
refund the premium for that part of its insurance from which it is 
exonerated.^ Only in the case of concurrently dated policies is 
the rule the same as in fire insurance. The Lloyd’s (British) 
policy contains no reference to other insurance, but the marine- 
insurance law holds the underwriters liable pro rata. The effect 
is that the insured may claim against any of his policies, and the 
insurer paying the loss may then seek reimbursement from his 
coinsurers pro rata. 

Cancellation. — ^The nature of the risk with which marine 
insurance is concerned is such that it would be inexpedient and 
inequitable to grant to the insurer the right of cancellation once 
it is in effect. If he had a right to cancel, he might do so when 
he learned of storms or other trouble on the route or voyage 
proposed. The insured would then be exposed to the very 
type of risk he insured against and could probably not replace 
his insurance except upon less favorable terms. If it cannot 
be granted the insurer, it should not in equity be granted the 
insured. Otherwise he might cancel if conditions became more 
favorable and he could get insurance elsewhere at less rate. 
Hence, there is no provision for cancellation in the marine- 
insurance policy nor for any return of premium, even if the 
policy is issued ajjier the voyage and risk have terminated. 
If the fact of such termination was known to the insurer and 

^ If, for example, the value of a vessel were fixed as $100,000 and whmi 
$80,000 insurance was in force an additional policy of $40,000 were issued, 
the company issuing it would be liable for only one-fifth of the loss and be 
bound to return one-half the premium it charged, i.e., the premium on the 
$20,000 insurance under which it had no liability. 
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not disclosed, there would be fraud in the transaction and the 
premium would be recoverable. Since the basic contract may 
be, and is, freely modified by endorsement, the policy may be 
made cancelable by the terms of an endorsement, so that when 
such a right is necessary to a fair and equitable contract, as in 
the case of a term policy on a Great Lakes vessel which lies up 
a considerable period each winter, it may be granted. 

Modification of Policy by Endorsement. — Probably no basic 
insurance-policy form is so frequently or so widely modified by 
endorsements as the marine contract. The great variety of 
risks covered in cargo insurance alone, both those created by the 
susceptibility of the goods to damage and by their causing fire or 
other damage and those due to the ship and voyage, and in 
addition differences in ’commercial customs, make it necessary 
to be able to give the contract an almost individual form for 
each risk assumed. This can be done only by writing individual 
contracts (an insufferable burden) or by the use of a varied 
assortment of endorsements. Though the latter course creates 
its own problems, it is the easier way out. 

Despite the numberless forms of endorsement, there are 
many so common as to have become substantially standardized. 
Several of these will now be discussed as examples of types. 

Clauses E nlarging the Risk Covered. Extending the Term 
(Voyage) Covered by the Policy. — Frequently, it is the desire of 
the shipper to cover goods by the policy from the time they 
leave the warehouse to go to the ship until they arrive in the 
warehouse of his consignee at the point of destination. 

There is, of course, an insurable interest in the goods during 
the entire period, and they are exposed to various perils which 
might cause their destruction or damage. The warehouse-to- 
warehouse clause^ is a legitimate extension of the marine coverage 
although it involves the hazard of land as well as sea transpor- 
tation. It provides that the insurance attaches from the time 
the goods leave the shipper’s w'arehouse and continues during 
the ordinary course of transit until deposited in the warehouse 
at the destination named in the policy or clause. 

Risk after Discharge. — Since the basic form covers only until 
goods are safely landed, it is customary, where the insured 

^ See Appendix XIV. 
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desires and will pay the proper premium, to extend the policy 
by endorsement to cover the risk on wharf for a certain number 
of days after landing. 

Adding Hazards . — ^The marine policy is so broad in its coverage 
that there is little need for adding clauses to extend its scope. 
The mo9t serious limitations on the underwriters' liability arise 
from the implied warranty of no deviation which includes prompt 
sailing. Either of these requirements may be waived by endorse- 
ment. Additional hazards, such as of sweating, mold, breakage, 
or leakage, are also often assumed by endorsement. 

The modern policy having had the war risks eliminated from 
its general scope, these can be covered only by adding a clause 
assuming the war risk. 

Mortgagee Interest. — After the First World War there were 
many losses where it was suspected (and sometimes proved) 
that the vessel was “cast away” at the behest of the owners.* 
In one such case, that of the steamer Gregorios, it was held that 
the vessel had been lost through the intention of the owners and 
not through an insured peril. In this case there was a mortgage 
on the vessel, and a claim was made on behalf of the mortgagees 
that since they were innocent of wrongdoing they should still be 
permitted to collect. It was carried to the House of Lords Which 
decided adversely to the claim. This decision led to the adoption 
of a clause for protecting such interests, when present, against 
loss due to the wrongful act of the owners.® The reasons justi- 
fying the use of such a clause are similar to those upderlying the 
use of the Standard Mortgagee Clause on the fire-insurance 
policy.* 

Reducing the Risk Covered. — Since the rate must, of necessity, 
depend on the risk assumed, elimination of any part of the risk 
tends to a reduction of the premium, and various clauses, usually 
in the fbrm of warranties, are added for this purpose. If the 
underwriter is unwilfijig to assume a particular type of risk at 
any price because of the friction that might result in adjustment 

I It should be remembered that the marine policy is a valued policy and, 
if the value had depreciated and the insurers were not able to prove fraud, 
the owner might profit by his loss. 

* See WiNTEE, op. cit, p. 157. 

* See p. 88 and Appendix V. 
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of losses, or for any other reason, it may be excluded in the same 
manner. Of particular importance in this class of clauses, 
because of its common usage, is the F.P.A. (Jree-of-particular- 
average) clause. The underwriter may not wish to cover the 
partial loss (P.A.) owing to poor packing or a variety of other 
conditions. Yet he is quite willing to assume the risk of partial 
loss due to a general peril such as burning, sinking, stranding, or 
collision. Two common clauses are in use, one drawn by 
American underwriters, the other by English, and designated 
respectively as the F.P.A.A.C. {American conditions) and 
F.P.A.E.C. {English conditions) clauses.^ The American clause 
reads simply, “Free of particular average unless caused by strand- 
ing, sinking, burning, or collision with another vessel.” The 
English clause in its simplest form reads, in part, “Free of 
particular average unless the vessel or craft be stranded, sunk, 
burnt, or in collision.” The original intent was probably the 
same, but the courts have construed the F.P.A.E.C. clause to 
cover particular average if the excepted general cause (stranding) 
has been present during the voyage though having no connection 
with the loss, for example, scraping the bar (a technical stranding) 
on leaving a harbor. The American is not so construed. 

The First World War gave rise to a considerable number of 
unusual hazards such as the interest of an alien enemy in the 
enterprise with consequent loss of the venture in a prize court, 
likelihood of abandonment of defense in event of capture and 
taking into a prize court, etc. Numerous warranty clauses have 
been used to exclude such risks. 

Other Types of Mlidihcalion. — The most common clauses in 
use are of one or the other of the above types, but other clauses 
are used to meet the need of particular circumstances. Probably 
most common of these is the P.P.I. clause. Ordinarily, loss is 
payable on proof of loss and interest. Sometimes, as in the c^ 
of freight or charter fees, it may be difficult to prove the interest 
of the insured, though the interest may be real and insurable. 
It is then customary to endorse the policy, 'policy ’proof of inter- 
est, and the insured is not then required to present further proof 
of his interest. Another clause of the same purpose is the F.I.A. 
{full interest adniitted). These clauses are not enforceable in 
See Appendices XV and XVI. 
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court but are matters of honor and agreement between gentle- 
men. They are scrupulously respected. Of course, the under- 
writer must be most cautious and sure of his man before he 
attaches such a clause. 

Floating and Blanket Policies. — ^Large importing and exporting 
houses have many shipments at sea at all times, and sometimes 
are not notified of them until a consignment is ready to sail or 
has actually sailed. To procure individual policies would be 
difficult and would involve serious delay. To avoid this such 
houses usually carry policies either in the floating, or open, or 
blanket form. In either case, the policy in its essential points is 
the same as the form previously considered, though the term is 
usually for a fixed period. In the case of floating policies it may 
be indeterminate. 

Under the floating or open^ form, the insured is covered for all 
his shipments within certain geographical limits, with the proviso 
that the maximum liability for a particular shipment shall not 
exceed a fixed sum. He is required to declare such shipment as 
advices are received, and pay the corresponding premium. The 
advantage of the policy to the insured is that he is covered even 
though the loss occur before he declares the shipment. The 
underwriters, in issuing such a policy, place confidence in the 
honesty of the insured, since he may fail to declare shipments 
where there has been no loss and would hardly be likely to 
omit such declaration where loss had occurred. Thus the 
underwriter would have his premiums diminished without 
reduction of his losses. 

Under the blanket policy the total volume of shipments of the 
period is estimated in advance, and the premium paid in a lump 
sum. Sometimes the premium is subject to adjustment at the 
end of the term, based on the actual shipments using the named 
rate. In other respects it closely resembles the floating policy. 
The tendency is to t^onfine this form to local coastwise shipment 
and not use it for intercoastal or overseas coverage. 

* These terms are used alternatively to describe the same form, though in 
a broader sense the term “open” refers to a policy any of whose terms are not 
completely stated; for example, a policy on a specific risk where the amount 
required had not been determined at its date of issue and which therefore 
requires a supplementary agreement to define completely its terms. 
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Under both of these policies the insured is authorized to issue 
certificates and thereby change the payee as may be necessary. 
The representative of the insurers countersigns these certificates 
and, in present practice, the certificate is much more often the 
document that accompanies the bill of exchange and the bill of 
lading than is the policy. The term of a blanket or floating 
policy is automatically extended to the completion of all voyages 
covered by it. 

Hull Coverage. — ^The insurance of the vessel is known as “hull 
insurance.” The policy covers not merely the bare hull, but the 
ship, its machinery, and entire equipment. 

The policy is an adaptation of the basic policy which has 
been discussed. The most important differences are 

1. It usually covers a fixed term rather than a voyage, and 
therefore provides for cancellation by mutual consent and for 
refund of premium at a rate specified. It also provides for 
refund for periods of idleness when the risk is much reduced. ‘ 

2. It provides coverage of the liability of the o\vners of the 
insured vessel to indemnify the owners of the other vessel if the 
insured vessel were at fault in a collision. Provision is also made 
for settlement of the complicated questions arising in case of 
inability to agree on the loss in certain cases. 

3. In place of the memorandum clause is a special clause 
applicable to each voyage excluding particular average of less 
than 3 per cent or a fixed amount as £1,000 or $100 or $500. 

4. It contains a provision that, if the vessel is at sea when the 
term of the policy expires, the policy is extended at the same 
premium rate pro rata until she reaches her destination. 

The equity of this clause is apparent. It is not included 
in a fleet policy covering a large fleet which would probably 
have one or more vessels at sea whenever a policy might be 
written. Under such conditions the underwriter accepting the 
risk for a new period would not be so reluctant as in the case of a 
single vessel at sea. 

5. It contains a clause exempting the insured from the con- 
sequences of breach of warranty regarding cargo, trade, or similar 

* Voyage hull policies are also issued on “tramp” vessels but, as such 
vessels are more and more coming to be replaced by regular liners, the 
voyage hull policy is less important. 
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hazard, provided notice of such breach is given the underwriters 
and the required premium paid. 

6. It usually contains a clause providing that the English 
rule of constructive total loss shall apply. 

Though there is not so frequent occasion to modify the hull 
policy by endorsement, it may be done in the same general 
manner as in the case of the cargo policy. 

Builder’s-risk Coverage. — There are many risks to which the 
builder of a ship is subject during the course of construction 
and on the trial trip and against w'hich he requires insurance. 
This is written by marine underwriters under a builder’ s-risk 
form. 

Under this form, 

1. The risk begins from the laying of the keel and continues for 
a fixed term unless the vessel is delivered before that date when 
the policy is terminated and a refund made, and it may be 
extended to the completion of the vessel if the term expires 
before then. 

2. The perils clause is the same as in the basic marine-cargo 
policy and includes the sue-and-labor clause. 

3. The collision clause is the same as in the h\ill form. 

4. The protedion-and-indemnity clause assuming the loss 
which may be imposed by responsibility for damage to property 
of others is included. 

5. Liability is not assumed for losses due to 

a. Injury of workmen and the consequent liability of the 
insured under workmen’s compensation laws or em- 
ployers’ liability, or legal responsibility for accidents to 
other persons. 

b. Strikes, riot, and civil commotion. 

c. Earthquake. 

d. Damage of materials of construction or equipment in 
transit befor® xeaching building port. 

e. Consequential damage or claim through delay, regardless 
of cause. 

Protection and Indemnity. — ^The shipbuilder is not the only 
one to require protection against loss that he may sustain through 
being held liable for damage to the property of others. The 
ship operator also requires protection, as well as protection 
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against being held responsible for personal injuries to his crew 
or others. This may be furnished by a clause attached to the 
hull form covering the liability of the insured to pay damages for 

1. Loss or damage to any other boat or its cargo. 

2. Loss or damage to other interests. 

3. Loss of life or personal injury. 

4. Loss or damage to any harbor, dock, or similar facility or 
structure. 

5. Loss or damage caused by salvage efforts if the vessel is 
wrecked, or loss or damage caused by the failure to salvage. 

Of course, this clause covers only the liabilities indicated 
when they arise from the ownership or operation of the vessel 
or vessels insured in the policy to which it is attached. 

Usually these risks are not carried by such endorsements, but 
in separate policies issued by a mutual organization known as a 
“club” or “association.” The risk transferred under the sep- 
arate policies, however, is as indicated above. 

Inland Marine Insurance. — ^The warehouse-to-warehouse 
clause extends the coverage of the ocean-marine policy to include 
certain land risks. Insurers of marine risks also issue contracts 
covering the risks of inland transportation, whether by rail, motor 
vehicle, express, parcel post, or registered mail. The increase in 
the amount of traveling done by all classes of people and the 
greater values in furs, jewels, and other property carried by 
travelers have created a growing demand for floater policies to 
cover various kinds of property exposed to risk elsewhere than 
at the residence or place of business of the insured. The 
policies provide all-risk coverage such as is furnished by the 
marine policy. Marine underwriters have extended their activi- 
ties to cover this field and have built up an extensive business. 
They have developed a numerous and varied set of policy forms 
for a full analysis of which the student is referred to writers 
dealing especially with that field. ^ Their terms are not quite 
so brief as those of the marine policy nor so extended as those of 
the fire policy. Some of the clauses seem to have their origin in 
the marine policy and some in the fire policy. 

Floaters fall into two main classes: those covering property 

‘See, Applejian, Earl, “Inland Marine Insurance,” Chaps. II-VI. 
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used in the insured’s business or profession and those covering 
property of an individual used for his personal convenience or 
enjoyment.,. This extension of the marine-insurance field began 
with the former, though both groups have been continuously and 
rapidly extending. 

Commercial Floaters . — In the former group are the commercial 
traveler’s policy, formerly known as the “drummer floater,” 
covering samples of merchandise in trunks and other shipping 
packages carried by him; the theatrical floater, covering scenery, 
costumes, and theatrical properties (excluding buildings and like 
property not taken along with traveling troupes) ; the horse-and- 
wagon policy; the jeweler’s block policy (one of the most impor- 
tant of the floaters) ; the physicans’ and surgeons’ policy, covering 
their surgical and scientific instruments, “during transporta- 
tion or otherwise, including in the residence of the insured,” 
against loss “however caused” with some unimportant excep- 
tions; the radium floater and some others. 

The jeweler’s block policy, because of the high values involved, 
is very carefully drawn. The consideration clause mentions not 
only the stipulations and conditions and the premium,- as in the 
fire-insurance policy, but also a written proposal and declaration. 
The proposal and declaration contain many statements about 
the insured’s business which are made a part of the policy and 
warranted to be true. If they are found to be untrue and, the 
underwriter has not waived the breach, he may avoid liability 
for a loss. 

This policy covers (1) stock usual to the conduct of the insured’s 
business and owned by him, (2) similar stock delivered or 
entrusted to him belonging to others Avho are not dealers in 
such property and not other\\’ise engaged in the jewelry trade 
(primarily property of his customers), (3) similar property 
delivered or entrusted to him by others engaged in the jewelry 
trade but only to 4he extent of his interest therein because of 
money actually advanced on it or legal liability for loss or damage 
to it. It covers the property “while the same is in or upon any 
place or premises whatsoever” in the continental United States, 
including Alaska, also the Hawaiian Islands and Canada. It 
covers the property while being carried or in transit by land or sea 
between any ports or places within the stated limits and while 
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being carried or in transit between them and ports or places 
in Europe, excluding certain countries. The goods are insured 
when entrusted to others as well as when on the insured’s own 
premises. 

The policy covers against loss or damage “arising from any 
cause whatsoever except as hereinafter mentioned,” but the list of 
exclusions is rather long, comprising loss due to dishonesty of the 
assured or his employees (this is a risk to be covered by a surety 
bond*), damage due to working on the goods, loss or damage due 
to war, strikes, or riots, storms while on land, breakage (with 
some exceptions), or unexplained shortages. The insurer is not 
liable for loss or damage while the goods are being worn, or on 
public exhibition, or in an unattended automobile, or under some 
other like conditions of unnecessary exposure to extra risk. 
Notwithstanding these limitations, the coverage granted is unu- 
sually broad, as is necessary to the jewelry trade. 

One of the warranties requires the insured to keep a detailed and 
itemized inventory of all property, including salesmen’s stocks, 
so that the exact amount of loss can be accurately determined. 
The nature of the goods covered requires such records and a 
warranty by the insured that they will be kept. There is also a 
warranty that watchman service and other protective devices 
referred to in the proposal will be maintained so far as they are 
within the control of the assured. The need of this warranty is 
due to the high risk of burglary and theft to which such goods of 
high value and small bulk are exposed. 

Personal Floaters. — ^The personal floater policies include a con- 
siderable list of forms of which the following are typical: jewelry- 
fur floater, covering against all risks in all situations with some 
specified exceptions the jewelry and furs of the insured and mem- 
bers of his family ;/Mr Roofer, similar to the foregoing except that 
it covers furs only, fine-arts ■policy, covering oh jets d'art of all kinds 
against all risks and not limited to specific locations; personal- 
effects floater, covering similarly personal effects, “such as are 
usually carried by tourists and travelers,” of the assured and the 
members of his family permanently residing with him; personal- 
property floater, covering “personal property (not pertaining to^ 
the assured’s business, profession, or occupation) belonging to 

> See Chap. XIV. 
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and used or worn by the assured” or members of his family of the 
same domicile.^ 

The last-named policy covers not merely the limited kinds of 
property mentioned in the other cases but extends to such things 
as household goods. It is an all-risk cover but specifies certain 
property that it is covered only while “permanently located in 
summer, winter, or country home.” This latter coverage is 
distinctly not what is usually thought of as in the field of marine 
or transportation insurance, for if the goods are “permanently 
located” there is obviously no risk of loss or damage due to trans- 
portation. One of the risks to which the goods are exposed is, 
of course, that of loss or destruction by fire. Hence, as to such 
goods, the policy is in part a policy of fire insurance. Tliis 
duplication raises a legal question in those states where the 
statute requires the use of a standard form of fire-insurance policy, 
unless the statutory definition of marine insurance in that state is 
broad enough to include such risks and unless marine-insurance 
contracts are exempted from the provisions of the standard fire- 
insurance-policy law. Furthermore, since the policy does not 
specifically separate the premium for the coverage of the fire risk 
on the “permanently located” property, it is not possible to 
determine whether the rate charged for that risk does not violate 
the provisions of state rating laws where they exist. This situa- 
tion has caused friction and controversy between the marine 
companies and the fire-insurance companies. Indeed, at times 
the marine department of a composite fire- and marine-insurance 
company* has been found to be in competition with the fire 
department. Moreover, since the property is also exposed to 
the risk covered by a burglary-and-theft policy,* and since the 
casualty companies* writing this type of insurance are not per- 
mitted to cover several of the other risks included under this 
floater, the casualty companies have been involved in the contro- 
versy. The policy a wide public appeal, since otherwise the 
property owner must procure several poUcies covering different 
types of risks on his personal property and may still not be 

^ The complete list is much longer. 

• * See p. 140. 

* See Chap. VIII. 

♦ See p. 140. 
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sure he is covered against all hazards. Competition has led 
the fire-insurance companies in some localities to offer a 
comprehensive endorsement^ and to agitate for reform in the 
insurance laws in order to provide for a broader and simpler 
classification of kinds of insurance and a less narrow prescription 
of standard forms. 

SUMMARY 

1. There is no required legal standard marine policy, as it 
would be difficult if not impossible for other than an international 
government to enforce compliance with a statute requiring such 
a policy. 

2. Notwithstanding the absence of statutory requirement, 
custom has led to the adoption of very similar forms by all 
insurers to get the benefit of uniform legal construction. 

3. The principal types of risk assumed by marine insmrers are 

а. Those of cargo shipment 

(1) By sea. 

(2) By land. 

б. Those of loss of, or damage to, the vessel. 

c. Those incidental to the construction of vessels. 

« 

4. Different forms are used dor each of these though the basic 
risk transferred is substantially the same. 

5. The marine policy is very broad in its coverage and free of 
restrictive conditions. 

6. The coiu-ts have read into it certain implied warranties of 

which the most important are 

\ 

a. Seaworthiness. 

b. No deviation, including immediate sailing. 

7. Clauses are added ad libitum to adapt the insurer’s printed 
form to the particular risk to be covered: 

a. Extending the underwriter’s liability to 

(1) A longer term. 

(2) A wider range of risk. 

b. Tiimiting the coverage in various ways, usually by 

warranties. 

^ See C3iap. VI. 
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8. Marine policies are usually valued, and 100-per-cent insur- 
ance is presumed. 

9. Under marine policies, total loss is presumed when, under 
English law and practice, the cost of salvage and repair would 
equal or exceed the value when salvaged, or in America, when the 
cost would equal or exceed. 60 per cent of that value. 

10. In America, there is no contribution between insurers 
unless policies are of the same date. In England, there is con- 
tribution, but the insured may press his whole claim against any 
one insurer who may then claim reimbursement from the others. 

11. Blanket and floating or open policies are in general use 
for cargo risks and, when the insured is covered under either of 
these forms, certificates are issued covering individual shipments 
to permit transfer of payment. 

12. Builder’s-risk policies are used to cover the risks incidental 
to the building of vessels. 

13. Coverage may be obtained against the risk of being held 
liable to pay damages to others. 

14. Inland marine policies, generally known as floaters, are 
extensively used to cover against all risks various kinds of per- 
sonal property. 
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CHAPTER VIII 


BURGLARY-, ROBBERY-, AND THEFT-INSURANCE 
. CONTRACTS 

Loss of their property by theft or robbery has from time 
immemorial been a hazard to which the owners of movables 
have been subject. Loss through piracy and other acts of sea 
marauders has always been covered under the marine policy, 
which has gone even farther and protected against barratry of 
master or crew. But until comparatively recently, it has not 
been possible to secure insurance protection against loss of 
property by theft from its normal location. The idea of such 
insurance was suggested as early as 1787 by one William Weller, 
who applied for a royal charter for a company. But though 
crimes of the kind were prevalent enough, the time was not 
ripe and nothing came of the scheme. There were sporadic 
attempts to start other insurance companies to cover such risks 
during the next century, but there was no considerable business 
written before about 1890. Even so late as 1900, the total 
volume of premiums was only about $500,000, This branch of 
insurance was regarded by the companies and their representa- 
tives as a mere side line, though a growing one. At the present 
time the business has by no means reached the saturation point, 
but the premium volume in 1944 of companies doing business in 
New York was approximately $40,000,000. This figure does not 
include theft insurance on automobiles which is more in the 
nature of a marine-insurance risk and not classified in the burg- 
lary group. ^ 

Meaning of Terms. — Since the risks insured against by policies 
in this field of insurance arise out of actions that are criminal 
in nature, it might be expected that the risk covered would be 
described in terms synonymous with those of statute and common 
law. Such is not the case. The term “theft” is not in many 

‘ For further discussion of automobile-theft insurance, see Chap. XV. 
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states a statutory term; the corresponding statutory term is 
“larceny,” which has been said to cover a multitude of sins. The 
terms “burglary” and “robbery” are statutory terms, but their 
definition differs somewhat in different jurisdictions. It is desir- 
able that a term used to describe the coverage under an insurance 
policy conform to the popular use and understanding of the 
term, and that it be not limited to particular jurisdictions. 
The terms have been defined in the poRcy contracts with this 
end in mind. This practice has given rise to the legal question 
whether a definition not following the statute can be set up by 
contract, and its observance required in the contract. The 
question was raised before the highest court of New York state, 
which held that it was permissible if the contract provision 
contravenes no principle of public policy and is not ambiguous.^ 

Standard-policy forms are not required by statute as in fire 
insurance, but the carriers, through associations, have volun- 
tarily largely standardized the forms in use. 

In the standard mercantile form, burglary is defined as loss 
of contents 

. . . occasioned by any person or persons who shall have made felonious 
entry into the premises by actual force and violence, when the premises 
are not open for business, of which force and violence there shall be 
visible marks made upon the premises at the place of such entry by 
tools, explosives, electricity or chemicals. 

The definition in other forms except the residence policy is 
substantially the same. The term is not defined in most present- 
day residence policies as they cover theft of all kinds. 

Robbery is defined in the standard paymaster and messenger 
robbery policy as follows: 

Robbery as used in this policy shall mean a felonious and forcible 
taking of property by violence inflicted upon a custodian or by putting 
him in fear of violence; or by an overt felonious act committed in the 
presence of a custodian^f which he is actively cognizant (provided such 
act is not committed by' an officer or employee of the Assured) ; or a 
felonious and forcible taking of property from the person or direct care 
and custody of a custodian, who, while having custody of property 
covered hereby, has been killed or rendered unconscious by injuries 
inflicted maliciously or sustained accidentally. 

^ Rotenihal et al. v The American Bonding Company, 100 N.E. 716 (1912). 
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The terms “theft” and “larceny” are, for all practical pur- 
poses, synonymous. They are used only in connection with 
residence, “world-wide,” and office policies and are not specifi- 
cally defined, because it is intended that the contracts in which 
they are used shall indemnify against every form of stealing; 
these terms, handed down through a long period of practice, are 
used primarily to emphasize this point. They are intended 
particularly to include cases where servants and others who have 
access to the property, misappropriate it to their own use. 

Classes of Coverage. — There are at least fourteen^ different classes 
of coverage in use, not including burglary and theft insurance as 
provided in certain recently adopted composite forms, which 
include several different kinds of risks in one policy. These are 

1. Residence insurance, which covers loss of and damage to 
personal property from within residences or safe deposit, ware- 
house, or occupied residence (not owned, occupied, or rented by 
the insured) in which the property is placed for safekeeping, 
by (a) burglary, (6) robbery, or (c) larceny or theft. 

2. Personal-holdup insurance, which covers loss of personal 
property by robbery. 

3. World-wide, which covers loss or damage to specifically 
named articles of jewelry and furs anywhere in the world by (a) 
burglary, (6) robbery, or (c) theft or larceny. 

4. Bank-burglary insurance, which covers loss of and damage 
to money and securities in safes or vaults by burglary. 

6. Bank-robbery insurance, which covers loss of and damage to 
money and securities within the premises of the bank by robbery. 

6. Safe-deposit-box insurance, which covers loss of and damage 
to securities, silverware, and jewelry in safe-deposit boxes by 
(o) burglary or (6) robbery. This policy is issued in two forms, 
one for the bank and one for the deposit-box lessee.* 

* In discussing a developing type of insurance it is not possible to say 
definitely the number of forms in use. As the demand arises for coverage 
of a risk or a combination of risks not covered by existing forms, new forms 
are put on the market to meet it. 

> Bank failures developed the need for safe-deposit-box insurance covering 
money. This coverage is available at additional premium. The bank 
form is also issued at a reduced premium covering only the bank’s legal 
liability for such losses. In general, banks are not liable for losses from 
safe-deposit boxes unless chargeable to their'negligence. 
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7. Securities-insurance 'policy, which covers all loss (except 
that due to infidelity of the assured’s officers or employees) of 
securities from within a leased safe-deposit box or while tempo- 
rarily outside the safe-deposit box but within -the depository. 
For an additional premium the policy may be extended to cover 
within the insured’s premises instead of within the depository. 

8. MercantiU-open-stock insurance, which covers loss of and 
damage to stocks of merchandise, furniture, fittings, and equip- 
ment from within mercantile and manufacturing establishments 
by burglary when the premises are not open for business. 

9. Mercantile safe insurance, which covers loss of and damage 
to merchandise, money, and securities in safes within mercantile 
and manufacturing establishments by burglary, and damage to 
premises caused by the burglary. 

10. Robbery insurance, which covers loss by robbery of money, 
securities, and merchandise from a custodian within or without 
the insured’s premises and damage to furniture, fixtures, and 
other property in the premises. 

11. Paymaster robbery insurance, which covers loss by robbery 
of (a) pay-roll moneys or checks from a custodian inside or out- 
side the insured’s premises (including loss occasioned from 
employees on payday, provided the loss was coincidental to 
robbery of the custodian) and (&) moneys or securities, not 
intended for pay roll, in the custody of a custodian outside the 
insured’s premises.' 

12. Storekeepers' burglary and robbery insurance,^ which covers 
loss not exceeding $250 each by the following; 


o. Robbery from a custodian within assured’s premises of money, securi- 
ties, and merchandise; also loss or damage of merchandise from show 
windows broken from the outside while the premises are open for 
business. 

6. Robbery from a custodian outside assured’s premises of money, 
securities, and mescjiandise. 

* Coverage under item (6) is usually limited not to exceed 10 per cent of 
the total coverage of the policy. 

* This policy is designed for the small merchant, manufacturer, or garage 
or service-station operator who does not require the larger amounts set as a 
minimum for the separate types of policy. It is sold only in the fixed limits 
specified, and increase in the limit for any one hazard is not permitted. 
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c. Kidnapping, which is defined as compelling under threat of violence 
the return of a custodian to provide admittance to the assured’s 
premises for the purpose of stealing. 

d. Safe burglary of money, securities, and merchandise. 

e. Burglary of a night depository or custodian’s residence. 

/. Burglary from within assured’s premises of merchandise. 

g. Damage by burglary or robbery to premises, merchandise, money, and 
securities. 

13. Office burglary and robbery policy, which covers loss not 
exceeding $250 by each of the following: 

o. Robbery within insured’s premises of money, securities, and mer- 
chandise. 

b. Robbery outside insured’s premises of money, securities, and mer- 
chandise. 

c. Kidnapping, which is defined as compelling under threat of violence 
the return of a custodian to provide admittance to the assured’s 
premises for the purpose of stealing. 

d. Safe burglary of money, securities, and merchandise. 

e. Burglary from within assured’s premises of merchandise. 

/. Damage by burglary or robbery to premises, merchandise, money, and 
securities. 

14. Church burglary, robbery, theft, and larceny, which covers 
loss or damage by burglary, robbery, theft, and larceny of prop- 
erty, including money and securities, common to houses of 
worship, from within (a) the church building, (5) any rectory, 
(c) any other building owned or leased by the insured for conduct- 
ing religious or educational activities, and (d) outside the building 
mentioned when the property is in the personal care and custody 
of a custodian. 

The same insured may desire coverage against the risks sep- 
arately covered in two or more of the foregoing classes. It is 
now common to issue single-document policies that permit the 
inclusion of two or more of these classes. The classes covered are 
indicated in the declarations on the basis of which the policy is 
issued, and there is provision for entering opposite the statement 
for each class the amount of insurance and the premium. If 
special clauses are necessary in connection with any class, they 
are recited in the policy as relating to that , class. There is 
usually a general statement that there is no insurance of any 
class unless an amount and premium are shown and that the 
amount shown is the policy limit relative to that class. 
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Thus, the usual residence-burglary policy may include for a 
separate premium theft away from the insured premises by 
robbery of the insured or his servants or theft from a public 
conveyance or a hotel, club house, or residence in which the 
insured is temporarily staying.^ This coverage is limited in 
amount on certain items and extends only to the American conti- 
nent and its adjacent islands, roughly the Western Hemisphere. 

So also, classes 10 and 11 above may be covered under the 
same policy. 

Parties. — ^The parties to the contracts are the company and 
the named insured. No special discussion is necessary under 
this head. 

Consideration. — ^The consideration for the contract consists 
of the premium, and also of a schedule of statements or declara- 
tions descriptive of the risk, which is embodied in or attached to 
the policy and the contents of which may be made warranties 
under the terms of the policy. In view of the tendency of the 
courts to relax the sternness of the doctrine of warranties, there is 
considerable doubt whether, in a test case, this schedule would 
be rigidly construed against the insured. Rather, it seems likely 
that the statements would be taken as representations. 

Risk Transferred. — ^The definition of the risk transferred to the 
company is accomplished partly by the terms of the basic printed 
policy and partly by the schedule of declarations following or 
preceding the body of the policy and referred to as part of the 
consideration for it. The policy refers to the declarations as 
declared by the insured to be true. Declarations are always used 
to describe the property covered and its location. The hazard 
covered by the insiurer under each of the several forms has been 
noted above. 

Under burglary policies, indemnity is also provided for damage 
caused to the premises in effecting or attempting to effect, entry. 

Limitations anj^ Exceptions. — ^The risk assumed is defined by 
specifying exceptions and limitations, as well as by affirmative 
statement. The exceptions specified are similar to those appear- 

‘ If there is at least SI, 000 coverage on premises (exclusive of coverage 
on specific items) except in Bronx, Kings, New York, and Queens counties 
of New York state, $1,000 of outside theft coverage is provided without 
extra premium. 
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ing in the fire-insurance contract. In a typical burglary form 
there are from five to ten such limitations on the liability 
of the company. Each can be justified on one of three 
grounds: 

1. The coverage is offered by another form of insurance, e.g., 
damage to plate glass. If not excluded from the burglary 
policy, both policies would cover, and the adjustment of losses 
would be complicated. 

2. The condition named, as suspending or nullifying the 
insurance, greatly increases the hazard beyond that contem- 
plated when the policy was negotiated, e.g., damagin g of the 
premises by explosion. 

3. The condition named, as excluding property from cover- 
age, is indicative of probable moral hazard, e.g., the existence of 
a chattel mortgage. 

The policy is voided as is the fire policy by an attempted 
fraud on the company and is likewise voided (and not, as in the 
fire contract, merely suspended), if the hazard is increased by 
any means within the knowledge and control of the insured, and 
without the consent of the company. 

There is excluded from the coverage of the policy any property 
specifically insured by another insurer, and it is further provided 
that, in event of more than one policy covering the same risk, the 
carriers are responsible for losses pro rata. 

Procedure in Event of Loss. — As prompt apprehension of the 
thief often results in recovery of much of the stolen property, 
it is the first duty of the insured under the policy in event of loss 
to give telegraphic notice to the company at the place where the 
policy Was issued, and at its home office, and to notify the author- 
ities. In other respects the procedure is substantially the 
same as in the case of a fire loss. The insured must furnish 
every reasonable assistance to facilitate the investigation and 
adjustment of the loss. He must file sworn proof of loss with 
inventories of stolen and damaged, as well as of undamaged, 
goods. He must submit evidence of the burglary or theft, and of 
any damage to the premises caused by burglary. 

The similarity of the claim procedure to that in fire insurance 
is natural, since the burden of establishing a claim is always on 
the claimant, and when the burglary or theft has occurred the 
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condition is much the same as after a fire. Usually the loss is 
not total, and it is necessary to establish its extent. There is, 
however, not the occasion, as in fire insurance, to call in 
appraisers, for there will be little partial damage to specific 
property and hence little for appraisers to do. The policy does 
not provide for that method of settling disagreements as to the 
value of stolen property.^ 

It is possible that the event insured against may occur several 
times during the life of the policy and, as the coverage is limited 
in amount and term, any payment reduces the insurance by that 
amount during the remaining term of the policy. If it is desired 
to reinstate the insurance for its full amount, an endorsement to 
this effect must usually be procured at an appropriate additional 
premium. Some forms make the reinstatement at additional 
premium automatic. 

Insurer’s Options in Payment. — ^There is a provision in the 
policy giving the insurer the right to repair or replace damaged or 
stolen property with other of like kind and quality. But, owing 
to the nature of the risk, the privilege goes a bit farther. What 
fire takes is irrecoverably lost. Stolen property may be recovered 
by the owner or insurer, directly or through the police. The 
policy, therefore, provides that either party, on recovering the 
property, must promptly notify the other; if the insured had been 
indemnified or the article had been replaced, the recovered 
article becomes the property of the insurer, but the insured is 
entitled to receive or retain it on refunding the indemnity paid or 
reimbursing the company for its cost of replacement. In view 
of the possibility of loss reduction in this way, a provision is 
inserted giving the insurer the right to institute, and have sole 
charge (so far as the insured is concerned) of, criminal proceed- 
ings. The insured is not required to give pecuniary asastance in 
such prosecution, but to assist otherwise to the best of his ability. 
This imposes no widue hardship on the insured and is a valuable 
assistance to the insurer, especially in the case of an “inside job” 
under a larceny policy. 

The insurer is entitled to subrogation of any right of recovery 
the insured may have against other parties. Subrogation exists 

‘ Some forms provide for the appointment of arbitrators to determine the 
value of securities for which there is no quoted market value. 
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independent of the policy contract, but an express provision 
serves as a notice to the insured. 

Miscellaneous Provisions. — The insurer has the right to 
inspect the insured’s premises at all reasonable times. Under 
the mercantile-ojien-stock form it may also suspend the insurance 
by service of written notice. On demand, the insured may 
receive a refund of the premium for the term of the suspension, 
pro rata. 

Both the insurer and the insured have the right of cancellation, 
the provision for which is substantially the same as in the fire- 
insurance policy, though the effective date of cancellation is left 
to be specified in the notice. 

Losses are payable on receipt of proper proof. The policy 
prohibits the bringing of suit under it until 90^ days after the 
insured has fully complied with all the requirements of the policy, 
or more than two years after* the date of the event causing loss. 

Special Provisions for Various Types of Coverage. — Only 
movables are subject to the risk of theft, and the risk is greater 
as the facility of removal and disposal increases. Jewelry and 
furs are peculiarly subject to loss by burglary or theft, while 
pianos and furniture are scarcely subject to such loss at all. 
The companies have classified property into five groups from 
this point of view as follows: 

1. Watches, necklaces, gems, precious and semiprecious stones, jewehyi 
articles of gold, platinum, and sterling silver, furs and articles made entirely 
or principally of fur. 

2. Money, securities, stamp and coin collections,’ wearing apparel, 
laces, rugs, tapestries, pictures, paintings, plated ware, and all other house* 
hold goods, and personal property common in residences generally, including 
professional instruments, and electric light, plumbing, gas and water fixtures. 

3. Wines, liquors, and alcoholic beverages legally acquired by the assured. 

4. Horses, cattle, vehicles, automobiles and motorcycles, and fittings 
and appurtenances thereof, harness, saddles, tools, and like property, 
excluding robes, blankets, and wearing apparel while contained in the 
private stable or garage adjacent to or in the building in which the premises 
of the assured are located. 

5. Articles separately and specifically insured and, therefore, excluded 
from the preceding groups, with the exception of silverware which may be 

‘ Forty days in bank and safe-deposit policies. 

* One year in world-wide policy. 

’ Up to $60. 
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insured as a collection. These articles must be enumerated and described 
in detail; for example: 

One platinum ring containing solitaire diamond, IK carats, name of 
owner, date of purchase, name of merchant or previous owner, purchase 
price; 

One Hudson seal fur coat with beaver collar, length 40 inches, name of 
owner, date of purchase, name of merchant or previous owner, purchase 
price. 

The first two and the last classifications of property are of the greatest 
importance in connection with the forms of coverage to be described, 
because the essential differences between the forms arise out of the methods 
employed in insuring these particular types of property.^ 

Residence Policies . — ^Three coverage arrangements at rates 
adjusted to correspond are offered: 

1. Combined coverage of all property in classes 1 and 2. 
Formerly this form was subject to 100-per-cent coinsurance, 
because otherwise there would be temptation to insure only a 
limited value to cover the loss of the most valuable goods. The 
coinsurance provision is not now insisted upon, but the rate is 
much higher than for the other forms. 

2. Similar coverage without the coinsurance requirement, 
but providing that the total amount on the first class of property 
shall not exceed 50 per cent of the total insurance. 

3. Divided coverage under which the amount of total insurance 
on each class is set down in the policy. This form is issued either 
without coinsurance or with an 80-per-cent coinsurance clause. 

Under all three forms specific property may be separately 
valued and insured. 

Property of the fourth class enumerated above is not ordi- 
narily covered but may be covered by a suitable endorsement. 

Mercantile Policies . — In the main, the provisions -of mercantile 
policies are similar to those of nesidence policies, but some special 
provisions are necessary. There is not the separation of prop- 
erty' into types with special insurance limits on each type. 
Aside from a lirfftt of $50 for loss of or damage to any one article 
of jewelry, the policy covers, broadly, merchandise, furniture, 
fixtures, and equipment. The insuring company does not assume 

‘ Michelbacheb, G. F., and L. H. Garb, “Burglary, Theft and Robbery 
Insurance,” Proceedings of the Casualty Actuarial Society, Vol. XI, pp. 51-62. 
Since the repeal of the 18th amendment the third class docs not present the 
high hazard it did when this paper was written. 



BURGLARY; ROBBERY-, AND THEFT-INSURANCE 137 


liability if the insured, any associate in interest, servant, or 
employee is implicated as principal or accessory. Protection 
against such a hazard should be obtained by suitably bonding 
the employees. The company does not assume liability unless 
books and accounts are regularly kept so that the exact amount 
of a loss may be ascertained. Nor does it assume liability for 
loss when the premises are open for business. This policy always 
contains an average clause. The percentage required varies with 
the type of goods covered. 

The premises covered are “limited to that portion of the 
interior of the building designated in the schedule, occupied 
solely by the assured in conducting his business." The policy 
specifically excludes showcases or show windows not opening 
(hrectly into the interior of the premises, as well as public 
entrances, halls, and stairways. And the company does not 
assume liability for theft of furs and fur goods from a show 
window after the glass has been broken from the outside, unless 
it is specifically provided for in the schedule. A specific addi- 
tional premium is charged when this is included. This is due 
to the high value of such goods, and the lack of protection 
at night when they are left on display. Several vety large losses 
have been suffered by New York merchants by this type of 
burglary. The increasing use of swift automobiles makes this 
hazard a constantly increasing one. 

Banks . — Owing to the peculiar hazard of burglary and robbery 
to which banks are subject, the American Bankers’ Association 
has drawn up and copyrighted a standard-form bank-burglary 
and-robbery policy. 

SUMMARY 

1. Burglary-, robbery-, and theft-policy forms are not stand- 
ardized by law but by agreement between the carriers, and in one 
case by the American Bankers’ Association. 

2. The terms describing the criminal act insured against are 
given popular rather than technical legal meaning. 

3. A wide variety of forms of contract is offei'ed to meet the 
need of the insuring public, but the difference is largely in the 
definition of the risk. Other essential features are substantially 
tiie same. 
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4. The contracts conform to the general proposition that the 
insurance contract is one of indemnity based on loss to specific 
property of the insured at a definite place. 

6. Automobile-theft insurance is in the nature of marine 
insurance. ' 

Reference 

Ktjlp, C. a., “Casualty Insurance,” rev. ed., Chap. 11. 



CHAPTER IX 

OTHER PROPERTY-INSURANCE CONTRACTS 

It is impossible, in a general survey, to present in full analysis 
all forms of insurance policies in use to cover the hazards to 
which property is exposed. In this chapter the more common 
forms of property insurance, in addition to those discussed in 
the preceding chapters, will be briefly reviewed. The reader 
should not assume that the list is complete, for as new needs for 
insurance develop, the business expands to meet them and, just 
as several of the lines described in this chapter are of compara- 
tively recent origin, so it is to be expected that in the years to 
come additional lines will be developed. 

Causes of property loss, other than those already discussed, 
against which insurance is available include 

1. Water leakage from sprinkler systems or other piping. 

2. Breakage of plate glass. 

3. Explosion of steam boilers or flywheels. 

4. Burning out of electric machinery. 

6. Riot and civil commotion. 

6. Windstorm or tornado. 

7. Earthquake. 

8. Hail. 

9. Frost. 

10. Rain. 

11. Death of livestock. 

12. Defective title to real property. 

13. Failure of debtors. 

Classification According to Carrier Groups. — Before describing 
these various contracts it is necessary to anticipate briefly what 
will be more fully discussed later, and to note that the laws of 
most of the various states governing the formation of insurance 
carriers do not permit an individual carrier to do any and all 
kinds of insurance business, but permit one class of carriers to 
Write certain lines, while other lines are reserved to another group 
of carriers. 
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In general, there are four principal groups of insurance carriers: 

1. Fire-insurance carriers. 

2. Marine-insurance carriers. 

3. Life-insurance carriers. 

4. Miscellaneous or “casualty” carriers. 

There are also special types of carriers such as title-insurance 
companies which are restricted to single lines of insurance. 

This classification is a resultant of a traditional separation in 
earlier and simpler times, which has become embedded in our 
laws and is not generally found abroad. It has necessarily had a 
profound effect on the forms of contract under which the various 
hazards are covered, and in other ways. 

In most states, fire-insurance carriers, if possessed of suffi- 
cient capital, may also do a marine-insurance business; and a life- 
insurance carrier may, in a separate department, transact certain 
other lines, such as accident and health insurance, which are 
personal in their nature, but they may not write fire insurance 
and kindred lines. 

The fourth group began with personal-accident insurance and a 
few kindred lines but has gradually extended to cover a wide 
field, including insurance of many property hazards as well as 
personal hazards. 

In general, it may be said that the following kinds of property 
insurance are furnished by fire-insurance carriers, though not 
all such carriers write all of them: 

Biot-and-civil-commotion insurance. 

Windstorm and tornado insurance. 

Earthquake insurance. 

Hail insurance. 

Water-damage insurance. 

Rain insurance. 

Also, in general^ it may be said that the following kinds are 
transacted by casualty companies: 

Burglary and robbery insurance. 

Plate-glass insurance. 

Boiler and flywheel insurance. 

Electric-machinery insurance. 

Credit insurance. 
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Sometimes all kinds of insurance in either of the above groups 
are written by one carrier, but there are many carriers wri ting 
only one or two of them as exclusive lines. Some lines are 
written by both types of carriers. 

Livestock insurance and title insurance are usually exclusive 
lines with the carriers that write them. 

General Forms of Policy Contracts. — Many of the additional 
lines written by the fire companies are Avritten by endorsement 
added to a standard fire-insurance policy. Examples of such 
lines are earthquake insurance and business-interruption insur- 
ance, including as such, profits, rental income, and use-and- 
occupancy insurance. 

For other lines separate policy forms are prepared. These 
forms, however, are modeled as closely as- may be on the standard 
fire policy in order to obtain the benefit of the judicial construc- 
tion which has been given that form from time to time. 

Extended Coverage. — As was noted earlier, Mt is now custom- 
ary in many jurisdictions for fire-insurance carriers to provide 
under their fire-insurance policies “extended coverage” for 
which an appropriate additional premium is charged. The perils 
so covered are those of windstorm, hail, explosion, riot, riot attend- 
ing a strike, civil commotion, aircraft, vehicles, and smoke. The 
policy is extended to cover these hazards by substitution of 
terms. It is provided in the endorsement that, in applying the 
policy provisions and those of the endorsement, whenever the 
word “fire” appears there shall be substituted the peril involved 
or the loss caused thereby as the case requires. There are a few 
special clauses in the endorsement relative to some of these perils 
which appear necessary to define the risk assumed.* Smoke 
damage from a hostile fire has long been recognized as a fire loss, 
but from time to time the carriers have been presented with 
claims for smoke damage due to faulty operation of household 
heating plants. These claims have occasionally been allowed by 
the courts, but in general the loss is held due to a friendly fire. 
Nonetheless the insured has sustained a troublesome loss, 
inclusion of which in the extended coverage is mutually satis- 
factory. The other perils are those to which most insureds are 

* P. 86, with citation to Appendix II, Dwelling and Contents Form. 

‘ See endorsement as a part of the form in Appendix II. 
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exposed though to a low degree, such that at the minimum pre- 
miums required for separate policies they do not often take 
insurance against any of them. The fire policy with extended 
coverage endorsement is not quite an “all-risk” policy. It does 
not include theft coverage. That is probably the only major 
property risk of the household not covered by the endorsement. 

Earthquake Insurance. — In the earthquake form,^ used to 
transform a fire policy into an earthquake policy, the most 
important change made is the substitution of the word “earth- 
quake” for “fire” whenever it occurs, and the elimination of 
those provisions in the standard fire policy which obviously 
cannot apply to earthquake insurance. No attempt is made to 
define an earthquake other than by the use of the term “earth- 
quake” to define the phenomenon which causes the loss or 
damage, but an attempt is made more sharply to define the risk 
by providing that “if more than one earthquake shock shall 
occur within any period of seventy-two hours during the term 
of this policy, such earthquake shocks shall be deemed to be a 
single earthquake within the meaning hereof. ’ ’ Since earthquake 
damage is usually partial, the endorsement provides for a certain 
percentage of coinsurance.® Trivial losses are excluded. Includ- 
ing such losses would increase the rate to a prohibitive figure. 

Business-interruption Instance. — The problem in the case of 
business-interruption insurance is of a different nature. The 
hazard here is of a loss by fire, earthquake, or other casualty, 
but a consequential loss which is excepted under the standard- 
policy forms for covering direct loss of property. The policy 
itself may stand without material modification in defining the 
basic risk transferred so far as the cause of the loss is concerned, 
as well as in prescribing the loss-settlement procedure and the 
other rights and obligations of both parties. The kind of 
consequential loss which results from a fire, however, is dependent 
both on the type^of premises and the manner of use (e.g., con- 
tinuous or seasonal), and very careful phrasing is necessary to 

^ See Appendix XVII. 

*The demand for earthquake insurance is almost exclusively on the 
Pacific coast. There the rule is that the percentage of coinsurance shall be 
not less than 40 per cent. A reduction in rate is granted if a higher per- 
centage is provided. 
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define clearly from this standpoint the risk assumed. Depending 
on the circumstances, the policy may cover the rental lost by 
the inability of tenants to use the premises (rent insurance); 
or the anticipated profits lost during the time when unable to 
use or occupy the premises for manufacturing or merchandising 
and the necessarily continuing expenses (use-and-occupancy 
insurance).^ Since both profits and expenses are variable 
quantities and more or less under the control of the insured, it is 
necessary to define them with reference both to past experience 
and to probable future experience in order to do justice and 
avoid moral hazard. In the case of a seasonal industry, it is 
necessary to provide an adjustment of the amount of insurance 
to the probable degree of loss corresponding to the part of the 
year when the fire occurs. This form of insurance is still in its 
development stages, and modification of the forms and practices 
are to be expected, but it is not likely that basic principles will be 
materially changed. 

Riot-and- civil-commotion Insurance.^ — ^As its name implies, 
riot-and-civil-commotion insurance covers against loss or damage 
due to strikes, riots, and like violence. The coverage is of an 
insured on certain property for a fixed time and up to a fixed 
maximum limit from the causes stated: 

(1) Riot; (2) insurrection; (3) civil commotion including strike; (4) 
explosion directly caused by any of the foregoing; (6) explosion occurring 
from causes other than above described (excluding fire resulting from 
such explosion) whether originating on the premises of the assured or 
elsewhere. 

But explosions originating within the boilers, flywheels, ' or 
engines of the assured are excluded. 

As such insurance will naturally be desired only in times of 
actual or expected stress and may be desired for a short time only, 
it is necessary to safeguard against abuse on both sides. The 
policy is void if the premium is not received within 30 days 
from its beginning date. The policy cannot be canceled within 

‘ See pp. 95-96 and Appendix XI. 

* Since this risk is included in the extended-coverage endorsement on 
fire policies, it seems probable that in most cases it will be so covered. 
However, separate policies are still offered. 
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90 days by either party, but after that it may be canceled on 
substantially the same terms as the fire policy. 

The limitation of recovery to the actual cash value of the 
property destroyed, and the exclusion of certain property, 
follow, in general, the fire policy, as does the loss-settlement 
procedure. By its terms the policy does not concern loss covered 
under fire or any other form of insurance contract. This clause 
is intended to prevent double recovery. 

Windstorm Insurance.' — Tornado insurance covers direct 
loss or damage to specified property by “windstorms, cyclones, 
and tornadoes.” As may be understood from this language, the 
intent is to cover damage by wind only. But high wind is often 
accompanied by rain, hail, snow, or other meteorological dis- 
turbance, and it is necessary, in a precise definition of the risk 
assumed, to indicate plainly that the company does not cover 
these risks. The following clauses are taken from the policy in 
use by one of the leading companies: 

This Company shall not be liable for any loss or damage caused by 
hail, whether driven by wind or not, snowstorms, frost or cold weather, 
nor for the blowing down of metal smoke-stacks (unless specifically 
insured), awnings, signs, temporary or board roof additions, nor for loss 
or damage to buildings (or their contents) in process of construction or 
reconstruction, unless same are entirely enclosed and under roof, with 
all outside doors and windows permanently in place; nor for loss or 
damage occasioned directly or indirectly by or through any fire, explosion, 
tidal wave, lightning, high water, overflow, cloudburst; nor by theft, 
nor by reason of any ordinance or law regulating the construction or 
repair of buildings, or for consequential loss of any kind. 

This Company shall not be liable for any loss or damage caused by 
water or rain, whether driven by wind or not, unless the building 
insured or containing the property insured shall first sustain an actual 
damage to the roof or walls of same by the direct force of the wind, and 
shall then be liable jply for such damage to the interior of the building 
or the insured property therein as may be caused by water or rain 
entering the building through openings in the roof or walls made by the 
direct action of the wind. 

1 Since this risk is in the extended-coverage endowment on fire policies, 
it seems probable that in most cases it will be so covered. However, 
separate policies are still offered. 



OTHER PROPERTY-INSURANCE CONTRACTS 


146 


. . . It is expressly stipulated that only such proportion of the insurance 
under this policy on any building covers on plate, stained, leaded or 
cathedral glass therein, as the value of such glass shall bear to the value 
of said building; and to such extent only shall this Company contribute 
with other insurance in payment of any loss thereon; and plate glass, 
accident or casualty insxirahce shall be deemed other insurance and 
treated as contributing. 

The reason for the restrictions with regard to damage to glass 
is its high susceptibility to loss by wind breakage. Without 
such a clause the rates for this form of insurance would be 
considerably higher, because of the increased proportion of 
losses that would be sustained in relation to the amount of 
insurance to be taken. Aside from breakage of plate glass, 
separately coverable under plate-glass insurance, no individual 
risk is likely to sustain a severe glass loss. Though the policy 
is briefer and simpler, it follows in other respects the fire-insur- 
ance contract. 

Hail Insurance. — Hail insurance is written only on agricultural 
crops since they are about the only property susceptible to 
material damage by hail. But the very precariousness of such 
crops in general, and the fact that the insurer cannot know pre- 
cisely the condition immediately preceding the storm, make the 
possibility of moral hazard high, and particular precautions are 
taken to guard against it. Among these are 

1. The issuance of a policy only on a signed application which 
contains practically the entire contract and which must be 
signed in duplicate by both applicant and agent of the company. 
One copy is attached to a form that contains the agreement of 
the company to insure according to the specifications in the 
endorsement, and carries the facsimile signatures of the oflBcers 
of the company. This is the policy ^ven the insured. 

2. A provision in the application policy that the insurance 
begins 24 hours from the date of signing by the applicant and the 
agent. 

3. A provision in the application making the. insurance cover 
provisionally until 24 hours after receipt of the application by 
the company at its policy-writing office, within which time the 
company must issue the policy or decline the business. If the 
company declines, it must immediately notify the applicant by 
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telegram or mail and the insurance ceases on the delivery of the 
notice. 

The policy provides settlement of partial losses on a 100-per- 
cent coinsurance basis. It does not have a fixed term, as do 
most property-insurance policies, but has an expiration limit, e.g., 
Sept. 15 or Nov. 1, when crops will ordinarily have been harvested 
and the hail season over. It also ceases on the harvesting of the 
crop and is diminished automatically as parts of the crop are 
harvested. There is no liability assumed for damage to blossoms 
of trees or vines or for damage to corn, grain, or similar annuals 
unless the plants have made a certain minimum growth. Every 
effort is made to read out any other type of loss than strictly 
hail damage. If it is possible to replant the acreage and make a 
crop, the liability is limited to the cost of replanting. Loss of less 
than 5 per cent is not covered by the policy. The insured must 
notify the company by registered mail within 48 hours of hail 
damage and file his proof within 120 days. No abandonment to 
the company of any crop is permitted. 

The company retains the right to cancel at any time by refund 
of the entire premium paid. 

Many of these terms seem severe but are believed necessary to 
avoid moral hazard. 

Frost Insurance, General Crop Insurance. — There has been 
demand for frost insurance by the growers of both citrus and 
deciduous fruits, and efforts have been made to meet it though 
this cover is not widely written. One difficulty has been that of 
determining the amount of actual loss. If the fruit is partly 
matured or well set when the damage occurs, it is possible to 
estimate the physical damage at the time. But the financial loss 
depends on the value of the crop. The taking out of the market 
of part of the crop tends to enchance the value of what is left. 
Some policy forms provide for partial settlement wdthin a fixed 
time after the damage wdth the final payment deferred until the 
close of the season and the marketing of the saleable crop, if any. 

General crop cover including losses from drought, blight, 
insect pest, and other causes is still so in the experimental stage 
that no adequate discussion can' be given in the space available. 
The greatest difficulties have been to secure an incentive to full 
care of the crop to prevent and minimize the loss, and proper 
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arrangement for settlement so that the policy may not, in times 
of falling prices, become really a price rather than crop-damage 
insurance. As there is a real need for such coverage, it may 
be expected that within a reasonable time a way will be found to 
provide it.‘ 

Rain Insurance. — Rain may crack cherries, spoil hay, and 
otherwise do damage to crops, but more often it is beneficial. 
Rarely, if ever, does rain cause direct property loss. But the 
consequential damages of an unexpected shower are often large. 
For example, the calling off of a championship baseball game 
with rain checks for a subsequent date involves heavy additional 
expense. Rain insurance was devised to meet such situations. 
It is, like the business-interruption insurances, a consequential 
damage insurance, but unlike them, in that the indemnity is not 
dependent upon time required to repair or restore property 
damaged or destroyed. 

A number of different forms of rain-insurance policies are 
written according to the type of venture covered, e.g., public 
exhibitions covering several days and a number of features such 
as a county fair; a department-store special sale for which 
extensive preparation has been made by advertising; and public 
entertainments, such as baseball games. The major difference 
in these forms is in the basis set up for determining the amount 
of loss. 

The loss under the policy becomes payable if a given amount 
(usually 0.1 or 0.2 inch) of rain falls between the hours, specified 
in the policy, of a day or days also named in the policy. The 
insured is required to arrange for an official reading with a rain 
gauge at a named point. The insurance covers loss of expected 
income or expenses incuired or bol^. 

Local agents are not, as in certain other lines, furnished policy 
forms to be issued and reported on a daily report to the company, 
but must submit an application, on a form provided, for approval 
at least a week before the event. Gash for the premium must 
accompany ■ the application. The policy is by its terms not 
cancelable by either party. If these requirements of cash in 
advance and no cancellation were not made, the companies might 
readily be victimized by applicants who prolonged negotiations 

*See pp. 300 for discussion of Federal Crop Insurance. 
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until almost the time of the event, closing them if the weather 
appeared threatening but breaking them off if the prospect of 
rain seemed remote. Retention of the right to cancel by the 
company in any event would arouse the suspicions of the insured 
as to the good faith of the company. Further, the hazard being 
of a natural phenomenon beyond the control of the insured and 
the policy being issued by a head office, there is no reason why 
the company should desire to have this right. Since the method 
of determining the amount of indemnity varies with the nature 
of the risk, details regarding it cannot be given here without 
unduly emphasizing a minor type of insurance. It will suffice 
to say that it is designed to measure the exact expense incurred, 
which must be duplicated, or the reduction in income actu- 
ally brought about by the rain, or both. The other important 
clauses are similar to those in other lines of property insurance. 

Water-damage Insurance. — Although the introduction of the 
automatic sprinkler reduced, wherever it was installed, the 
hazard of loss by fire, it carried with it a new, albeit lesser, one, 
that of damage by water leakage from the system. The fire 
companies met the demand for insurance against this hazard 
by using a simplified policy modeled on the fire-insurance 
policy. The insuring clause covers 

Against all direct loss or damage c.nused by the accidental discharge 
or leakage of water from the automatic sprinkler system, including tanks 
supplying it, except as hereinafter provided, in or on the buildings now 
erected and occupied wholly or partly by the assured (whether the acci- 
dent occurs in the portion occupied by the assured or not), described 
and located as follows. 

The exceptions to the company’s liability are loss or damage 
when the leakage is , caused by fire, lightning, earthquake, explo- 
sion, invarion of forei^ enemies, civil commotions, riots, any 
military or usmpec^pow^ order of a civil authority, or any 
fraudulent acts of the insured. Damage to the system itself is 
dlso excluded. The reasons for these exclusions should be readily 
recognized. In many cases, e.g., fire, damage due to the original 
cause is instirable in a policy covering more generally arid, as 
such a policy would cover, it is easier to make the exclusion than 
to settle the complex questions pf contribution in the case of 
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overlapping insurance. In other cases the insured will have other 
redress, e.g., the damage due to the order of a civil authority. 

It is now possible to insure under a similar policy covering not 
only sprinkler leakage but accidental leakage from any other 
plumbing on the premises. 

Glass Insurance. — ^Large glass plates are expensive and are 
susceptible to breakage from many causes. The major loss, 
however, to a large mercantile establishment is the loss of trade 
due to the temporary boarding up of broken show windows. 
The merchant desires replacement with a minimum delay. The 
policy is intended to provide this. But sometimes the inability 
promptly to procure the glass or to procure the services of skilled 
glass setters prevents the company from making a prompt 
replacement, and it therefore reserves the right to settle in cash. 
The comprehensive glass policy now offered is based on a schedule 
giving the name and address of the insured and a description of 
the glass and lettering to be covered. 

The insuring clause agrees to indemnify the assured for 

I. All Damage to such glass, lettering, and ornamentation, caused by 

(a) the accidental breakage of such glass, except damage by 
fire in the Assured’s premises or elsewhere.* 

(b) acids or chemicals accidentally or maliciously applied thereto 
provided such glass, lettering, or ornamentation so damaged 
is thereafter unfit for use for the purpose for which it was 
being used immediately preceding the occxurence of such 
damage. 

II. The Cost (not exceeding $75) of repairing, or replacing with like 
material, window sashes and show case frames immediately 
encasing and contiguous to the insured glass, provided that such 
repairing or replacing is made necessary by such damage to the 
insured glass. 

III. The Cost (not exceeding $75) of boarding up, or installing tem- 
porary plates in the windows in which such broken insured glass 
is located provided such boarding up or temporary installation 
is necessitated by unavoidable delay in replacing any broken 
glass insured hereunder. 

IV. The Cost (not exceeding $75) of removing and replacing any 
fixtures or other obstruction (excluding show window displays) 
necessary to the replacement of any such glass insured hereunder. 

* 'This is covered by his fire-insurance policy. 
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The policy further provides: 

The Company shall replace, without unnecessary delay, any such 
damaged glass, lettering or ornamentation insured hereunder, or pay 
for the same in money within the limits provided herein, as the Company 
may elect. In either case, the damaged glass shall be the property of 
the Company. 

The other provisions are similar to those found in other prop- 
erty-insurance policies, but the requirement of notice of loss is 
that it shall be given “as soon as practicable,” and the usual 
obligation to preserve the property from further damage is 
expressed in the more emphatic language “the Assured shall 
make all reasonable efforts to preserve the glass and to prevent 
further damage.” The speed with which a neglected crack in 
plate glass may elongate and prevent salvage of any part of the 
plate is the reason for these provisions. 

Livestock Insurance. — ^livestock insurance has been practiced 
from very ancient times by mutual benefit associations. It is 
carried on at the present time both here and abroad by many 
small associations and to some extent by commercial carriers. 
Despite the extent of the dairy and meat-cattle industries it is 
not commercially important. The major impediment is moral 
hazard. Two conditions make it very hard to control. Unless 
an animal is branded or earmarked with an individual mark 
distinct from the herd mark, it is usually impossible so to iden- 
tify it as to permit individual insurance. If a herd is covered, 
then the problem arises of keeping a proper ratio of insurance to 
value. The kind of care, feeding, and protection given the 
animals is of greatest importance in determining the chance of 
loss, and there is no satisfactory way of checking up before 
loss and little chance of proving neglect or worse after loss. 

Values of livestock are variable and in a very brief time 
highly valued breeding stock may become almost worthless, thus 
promoting moral hazard. A hint of this is found in the italicized 
language from a policy designed to cover such stock: 

Against loss arising from the death on the premises described in the 
application, or while temporarily elsewhere in the vicinity thereof, of any 
or all the animals hereby insured . . . including loss arising from the 
necessity of the destruction of any of said animals arising directly from 
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any casualty, but the company shall not be liable beyond the actual cash 
value of any animal at the time any loss occurs in the condition in which 
said animal then may be. 

Exceptions specified in the policy are 

1. Cost of removal or disposal of the remains of any animal. 

2. Loss resulting from any disease or injury of any animal not requiring 
its destruction. 

3. Depreciation in value resulting from such disease or injury. 

4. Death of any animal caused by any person, with the consent of the 
owner, but without the consent of the company. 

5. Death caused by invasion, insurrection, riot or war. 

6. Death due to the insured’s carelessness or neglect. 

7. Death by order of civil authorities. 

The policy resembles the fire policy in its provision for can- 
cellation, appraisal, subrogation, and like conditions. 

This policy is a mortality policy covering in a specific location. 
There is another full floater, full mortality policy covering any- 
where in the United States or Canada and including the risk of 
transportation. That form is used to cover race horses, show 
horses, and similar stock. 

Livestock may be covered against loss by fire or lightning 
under an ordinary fire policy and against the risk of transporta- 
tion under an ordinary marine policy. There are also special 
livestock policies issued covering these risks. 

Trip-transit policies provide protection against loss of animals 
while in the hands of transportation companies. These are 
issued in two forms, one covering against loss by death from any 
cause during transportation and the other against loss resulting 
only from fire, derailment, and collision. 

Boiler-and-machinery Insurance. — When a steam boiler 
explodes from excessive pressure or when rapidly moving machin- 
ery is torn apart wth explosive energy by centrifugal force, 
its owner may suffer loss 

1. By the destruction of his own property. 

2. By being held liable for destruction of the property of others. 

3. By being held liable for the death or injury of persons, caused thereby. 

The boiler-and-machinery policy offers protection against all 
those. For many years the only insurance offered was that 
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against boiler explosion. Later, insurance was offered under 
separate policies for other types of machinery breakdown. In 
accord with the general tendency toward unification and 
coverage of all similar risks of one insured under a single policy, 
the present-day boiler-and-machinery policy is basically com- 
prehensive and covers all forms of machinery breakdown. This 
necessitates some unique provisions in the policy and extensive 
use of attached schedules in order to describe the risk transferred. 

It insures against loss from an accident to an object while it is 
in use or connected and ready for use at the location specified in 
the schedules which are attached to and made a part of the policy. 
The objects are designated and described in the schedules. 
They may be boilers, unfired pressure vessels, auxiliary piping, 
engines, wheels, shafting, turbine units, etc. Since machinery is 
generally set up and interconnected, there may be doubt about 
just what constitutes the particular object covered. Each 
schedule, therefore, contains a formal definition of the object 
with specifications and limitations. An example of such a 
definition is the following taken from a boiler schedule: 

Object shall mean the complete boiler or other object designated in 
this Schedule, including any steel economizer used solely with the 
Object, any apparatus under pressure which is wholly or partly within 
the' setting or furnace of the Object, any indirect water heater, not 
forming part of a water storage tank, installed outside the Object, if 
such heater is directly in the boiler water circulation, and the inter- 
connecting piping and fitting of the Object: but shall not include any 
cast iron economizer unless specifically designated herein; or any piping 
leading to or from the Object except any blow-off pipe to and including 
the nearest valve on each such pipe.^ 

The term “accident” in the insuring clause also requires defini- 
tion appropriate to the object covered. In a standard boiler 
policy the definition is 

A sudden and acciS^tal tearing asunder of the Object, or any part 
thereof, caused by pressure of steam or water therein, or a sudden 
and accidental crushing inward of a cylindrical furnace or flue of the 
Object so caused; but “Accident” shall not mean the cracking of the 
Object, or any part thereof, nor the tearing asunder of any safety disk, 

^A broader form includes such piping with an appropriate paragraph 
modifying the definition of the object. 
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rupture diaphragm or fusible plug, nor leakage at any valve, fitting, 
joint, or connection.* 

For other types of object somewhat similar definitions are 
necessary and are given in the corresponding schedules. 

The policy sets a limit per accident and defines one accident 
to include all resultant or concomitant accidents to one or more 
than one object or part of an object but does not set a further 
total limit of liability.* 

The indemnity promised is, first, to pay for loss to the property 
of the insured directly damaged by the accident, Avith the option 
left to the insurer to repair or replace, excluding loss due to fire 
or the use of water or other means to extinguish the fire, or loss 
from accident due to fire,* loss from delay or interruption of 
business or manufacture or process, loss from lack of power, light, 
heat, steam, or refrigeration, and loss from any indirect result of 
an accident. Second, it is promised to pay for reasonable extra 
cost of temporary repair of the damaged property not exceeding 
the amount of the property loss itself and not exceeding $1,000. 
Third, if the sum of these two items does not reach the policy 
limit, it is promised to pay such amounts as the insured is obli- 
gated to pay by reason of liability for loss on property of others 
directly damaged by the accident and to defend the insured 
against claims and suits, but the amount payable under this 
clause is limited to the excess of the limit per accident over the 
amount paid under the two previous items. Fourth, the insurer 
promises that, to the extent of the indemnity remaining after 
taking care of the items referred to, it will pay the amounts for 
which the insured becomes liable by reason of bodily injuries 
sustained by any person and caused by the accident, excluding, 
however, liability under any workmen’s compensation law. 
Defense of suits is promised in this connection. The insurer also 
promises, regardless of the limit per accident, to pay for such 
immediate surgical relief as shall be rendered those injured at the 
time of the accident. It also promises to pay the legal expense 
incurred by it in defending claims and suits as well as the comi; 

* A broader form includes cracking and some other injuries. 

* More than one serious accident within the period of a policy is a remote 
contingency. 

* Covered under the fire-insurance policy. 
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costs without regard to the limit per accident set in the 
policy. 

Another provision of the policy qualifies the promise with 
respect to bodily-injury liability by stating that it covers only 
the excess of the insured’s liability over the amount of any liabil- 
ity insurance^ he may have that would cover the loss. This 
provision and the order in which the losses are taken up give the 
insured the maximum of benefit from his boiler and general- 
liability policies. 

Boiler insurance is usually carried with the expectation of the 
protection of regular and expert inspection of the boiler, and the 
carriers give that service. They do not promise it, because if a 
carrier is unable to make the inspections as frequently or reg- 
ularly as contemplated, and in the interval between inspections 
a serious explosion occurred, the carrier might be subject to a 
heavy damage suit in addition to its policy liability on the theory 
that its negligence in inspection was the cause of the loss. The 
policy provides that the company shall be permitted to inspect 
at all reasonable times during the policy period. 

In connection with the inspection privilege the policy provides 
that any representative of the company, on the discovery of a 
dangerous condition, may immediately suspend the insurance 
by written notice delivered on the spot. The insurance may be 
reinstated by endorsement. The company refunds the unearned 
premium for the period of suspension under hazardous conditions. 
In other respects the policy is similar to others discussed above. 

In addition to the general boiler-and-machinery policy, pri- 
marily intended for manufacturing concerns, off-premises 
explosion insurance and residence explosion insurance are 
available. 

Business interruption due to damage to boilers or machinery 
may be covered by modification of the basic policy in a manner 
similar to the modification of the basic fire policy to make it 
cover business-interruption losses. 

Title Insurance. — ^Title insurance is an outgrowth of the busi- 
ness of record searching to determine the title to real estate. 
The abstract or report of title prepared by a lawyer or other 
professional searcher of titles contains no guarantee that no 

1 See Chap. XII. 



OTHER PROPERTY-INSURANCE CONTRACTS 


155 


defects exist in the title. If negligence of the searcher employed 
can be proved, a damage suit may be instituted, but recovery is 
dependent on his financial responsibility. The title-insurance 
policy agrees to indemnify the insured up to the limit named in 
the policy against loss due to defects in the title to the real estate 
covered, subject to the exceptions named in the policy. These 
exceptions are limitations of record on the title by reason of 
covenants, building restriction, easements, etc. This policy 
does not cover against something to occur in the future, but 
against loss that may be sustained in the future owing to defects 
existing, but undiscovered, at the time it is issued. Conse- 
quently the policy is not issued for any fixed term. It is not, 
like the ordinary insurance contract, a contract of indemnity 
intended to spread safely and equitably uncertain future losses 
over a group exposed to them. Rather, the service performed 
by the company is an attempt to prevent loss from defective 
title by careful search, the quality of that service being supported 
by a financial guarantee. In a sense, the boiler company per- 
forms a similar service, but it also performs a true insurance 
function albeit the insurance is of a remote contingency of catas- 
trophic proportions. In a later chapter it will be shown that 
another business usually classified in the group of insurance 
enterprises is in this respect similar to title insurance, viz., surety 
bonding.^ 

Credit Insurance. — Failure of debtors is a cause of loss to 
businessmen, which, in some respects, is due to their own busi- 
ness policy in extending credit and to some extent almost acci- 
dental. Credit insurance offers to manufacturers and wholesale 
merchants (it has not yet been extended to other classes) cover- 
age against credit losses in excess of normal. Since the extent 
of such excess losses depends on the amount of normal loss, on 
the credit practice of the insured, and on collection methods, the 
policy must clearly define what is agreed to in these respects. If 
the company is to be able to minimize loss, it must have the 
opportunity to attempt collection of accounts likely to result in 
claims. 

To provide for all these things the terms of the policy are 
very complex, and a satisfactory analysis cannot be presented 

‘ See Chap. XIV. 
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without giving more space than the present importance of the 
business seems to justify in a book of tliis kind. Readers 
desiring a more complete discussion are referred to the special 
writings on this subject.^ 

Aviation Risks. — ^The development of aviation has brought 
with it many new risks. Among the risks to property are those 
of destruction or damage to the plane itself, or its contents, as 
well as of damage to property on the ground caused by fall of 
planes, or of contents of planes. Insurance may be obtained 
against these risks. The field is so new that forms and practices 
are not yet so stabilized as to justify detailed description of 
present forms in a book of general character. This is particularly 
true because of the number of such forms. 

In general, contents are covered substantially as are other 
inland transportation risks as a branch of marine insurance. 
Fire insurance is written on two forms: one covering only fire in 
the air, the other fire under all circumstances. Crash insurance 
is of necessity written with a large deductible average. A 
special form is written in some parts of the country covering 
tornado risks. 

Damage to property on the ground should be recoverable from 
the owner or operator of the plane and he may carry insurance 
against his liability. But if he is not financially responsible and 
has no such insurance, then the owner of the destroyed property 
would have to bear his own loss unless he had insured against it. 
Such insurance is obtainable. Their distinctive feature is, of 
course, the description of the risk transferred. 

From time to time demand comes for new forms of insurance 
such as that against explosion or increased cost of construction, 
which are excluded from the usual forms of property insurance. 
The important characteristic of such forms as have been issued 
and the fundamental requirement in such as may be developed 
in the future is a Alear definition of the risk to be transferred. 
It is always necessary to observe the possibility of moral hazard 
and fraudulent claims and insert clauses reasonably safeguarding 
against them. Such clauses are, like policemen, a cause of 
uneasiness to some honest persons who, like the small boy, fail 

‘See, for example, John E. Gregory, “Credit Insurance,” Proceedings 
of the Casualty Actuarial Society, Vol. VIII, pp. 266-272. 
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to understand that they are for their protection against excess 
cost through dishonest claims, but on the whole a defense for the 
public interest. 

SUMMARY 

In this chapter there have been outlined the important dis- 
tinctive features of several types of property-insurance policies 
of lesser importance. They have been found to conform in their 
general terms to the forms of policies in use in other lines. A 
group has been noted in which, though a formal policy of insur- 
ance is issued, the principal service of the insurer is systematic 
effort at prevention of the potential loss. This distinction will 
be found of importance when methods of premium rate making 
are considered. 
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CHAPTER X 

LIFE-INSURANCE AND ANNUITY CONTRACTS 

The principa l risk wi th which life insurance deals i s that of loss 
of future incom e due to the untimely death of the income pro- 
ducer.^ Bjit what is untimely death in this connection? Some 
men cease to be income producers at a comparatively early age, 
and, because of sickness or deformity, their prolonged life involves 
not only no continuance of income but on the contrary continued 
expense. Others continue in active life as producers until 
they reach advanced age, sometimes of necessity to care for those 
dependent on them and sometimes from choice. There is no 
fixed age at which it can be generally said that, thereafter, there is 
no loss of income caused by death. Always there is greater or 
less expense involved in burial of the deceased and rearrangement 
of family affairs. If there is property left, inheritance taxes often 
must be paid. Hence, though it may be desirable in individual 
cases to transfer to an insurance carrier merely the risk of death 
prior to a certain age, the service of insurance will not be com- 
plete if it is not prepared to accept the risk, and combine and 
redistribute the loss up to whatever age the insured may live. 

UNIQUE CHARACTER OF THE SUBJECT MATTER OF LIFE 

INSURANCE 

When the foregoing observations are pondered, it is found that 
the risk with which life insurance is concerned is different in 
certain fundamental respects from those with which other kinds 
of insurance are concerned. The most important differences are 

1. The event insured against (death of an individual) is bound 
to happen. If the time element is disregarded, there is no 
uncertainty. The risk is not that loss will occur because a 
person dies, but that he may die within a particular interval of 
time. This is the risk with which the life-insurance contract is 
concerned. 
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2. The hazard increases from year to year. It may be that 
this is true of certain other risks. For example, an old house 
presumably is a worse risk for fire than a new one, but not neces- 
sarily so if kept in proper repair; it may even be made a better 
risk. As its condition gets worse, its value decreases. But a 
human life may be increasing in value, owing to experience and 
consequent increase in earning power, as the chance of death is 
increasing, if not through actual deterioration of the individual 
(considering his age), then through natural tendency to ultimate 
death. Even in the most rigidly selected groups, the deaths 
among 1,000 men aged fifty are more frequent than among 1,000 
youths aged twenty. 

3. There is no possibility of partial loss. There may be impair- 
ment of earning power but the risk of this loss is covered in other 
insurance fields, e.g., accident-and-health insurance and work- 
men’s compensation. 

4. It is impossible to place a natural monetary value on human 
life. In the case of physical property we may estimate the cost 
of reproduction, which gives a natural limit of possible loss. In 
the case of liability insurance, judgments are expressed in mone- 
tary terms. Even in the case of personal accident we may know 
the income earned before injury and that immediately after. It 
might appear that we could value the life by considering the value 
of its income-producing power. To do that we must know what 
the income will be all through the remainder of life even to 
extreme old age. Clearly this cannot be so accurately approxi- 
mated that it could serve as a basis of loss adjustment. At the 
death of a person he may have been on the verge of a great dis- 
covery or invention that would have made a vast fortune. In an 
individual case, who knows? 

5. The risk is little affected by the personal characteristics of 
the beneficiary. 

6. The person insured, who usually negotiates the contract, 
is dead when it matures as a death claim and, therefore, cannot 
give his story of the negotiations in event of dispute over a claim. 

7. Although the probability of death at particular ages changes 
slowly with our development of preventive medicine and other 
life-prolonging characteristics of civilization, it changes so slowly 
that it is possible, from past experience, to construct tables, that 
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measure with reasonable accuracy, for a considerable term into 
the future, the probability of death at each age of a given type of 
person. 

8. The subject matter of the insurance may change from an 
asset, against the loss of which insurance is desirable, to a con- 
tingent liability to meet which advance provision is desirable; for 
an individual who is, during his active years, a producer of 
income for himself and others may live to see the time when he 
can no longer produce, though he remains to consume. Unless 
he provides for this in advance, he will be a dependent consumer. 
Yet he may not live to that time. This need is contingent. 
The risk involved here is like property risks, a “whether or not” 
and not merely a “time when” risk. It is also of uncertain 
amount. One may live to the maximum age attained by human 
beings, about one hundred years, but one may die within a short 
time after reaching the age when one must retire. 

Effect of These Differences on Forms and Practices. — Such 
fundamental characteristics of the subject matter cannot but be 
reflected in the forms and practices of the insurance business. 
The following are distinctive characteristics of life insurance: 

1. All policies are valued policies. The contracts are con- 
tracts of indemnity in the sense that only one with an insurable 
interest in the life insured may take out such a policy, though the 
insured has been held to have an unlimited insurable interest in 
his own life and to be free to assign the proceeds of his policy at 
will. But the contract is not a contract of indemnity in the 
sense that payment will be made only to the extent of proved 
financial loss. 

2. Policies may be, and usually are, issued covering the whole 
term of life and are not cancelable by the company. 

3. Even though the risk changes each year into a higher 
hazard class, the policy may be continued at the same rate.^ 

4. On the basis of mortality tables, interest assumptions, and 
expense estimates, rates are scientifically calculated to remain 
level at the initial rate. 

6. Since a level premium to cover an increasing hazard implies 
an overcharge in the early years which must be invested and 

* Some policies are issued on a year-to-year renewable basis, with increased 
rate each year, but they are not popular. 
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conserved for later years, there is an investment element in life 
insurance not found in the other lines. The excess accumulatipns 
over current cost are a reserve which is scientifically calculable and 
apportionable to each contract. 

6. A wdde variety of contracts are in use, blending investment 
and pure insurance in various degrees. 

7. There is no provision for cancellation by the insured, 
though he may discontinue the insurance by nonpayment of a 
renewal premium. If he does so, his equitable share of the 
investment feature (measured by the reserve) of the contract is 
made available to him, this share being called the cnsh value of 
the policy. 

8. Since the policy is a valued policy covering total loss (death) 
only, there is no need, in establishing a claim, to prove more than 
two things: that the insured is dead and that the claimant is the 
beneficiary named in the policy. Hence there is no need of elab- 
orate claim procedure, and the policy may be very simple in its 
provisions for settlement of loss. 

9. The insured is usually permitted to change the beneficiary 
as he desires without requiring consent of the company, though 
the change may not take effect until the company has been duly 
notified and formally endorses it upon the policy. 

10. The policy contract is incontestable unless the insured dies 
within a fixed period (not more than 2 years) after the policy 
comes into force. 

11. In addition to life-insurance policies providing a sum or 
sums for the beneficiary on the death of the insured life, annuity 
contracts are issued providing an income for the holder .thereof, 
as well as endov/ment-insurance contracts payable in a single 
sum if the policyholder reaches a specified age. 

12. The proceeds of a life-insurance policy may be made 
payable to the beneficiary as a life income or in installments over 
a term of years. 

13. The policy may, and usually does, provide for selection by 
the insured or the beneficiary of one of several methods of pay- 
ment of the proceeds. 

Other differences in practice also flow from the peculiar charac- 
ter of the subject matter but do not affect the form of the 
contract. 
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FORMS OF LIFE-INSURANCE CONTRACTS 

Fundamental Forms. — There are two fundamental types of 
contracts based upon life contingencies: 

1. Insurance, under which the benefit is paid if death ocicurs 
Avithin a set time limit, which may include the whole of life. 

2. Endowments or pure endowments, under which the benefit is 
paid if the life in question survives a set time limit, known as the 
“endowment period.” A series of pure endowments in which the 
payments are at 1-year or shorter intervals is an annuity.^ 

Insurance and endowment may be, and often are, combined in 
the same contract, which is properly termed a “endowment 
insurance” but is usually popularly known as an “endowment.” 
Pure endowments are sometimes issued on the lives of children 
to provide funds for their education, but such a contract is fre- 
quently misunderstood on account of the absence of any refund 
in the event of death before the end of the endowment period; 
it is now rarely issued except in a modified form providing for 
such refund. 

Term Policies.^Life-insurance policies issued to be payable 
only if death occurs within a fixed time limit are “term” policies. 
They are sometimes issued for 1 year only, more often for 6 or 10 
years, and sometimes for a longer period, e.g., 16 or 20 years. 
Until relatively recently, term policies have rarely been written 
for a period of more than 20 years. 

Term policies may be made renewable one or more times at the 
option of the insured; such policies are renewabk term policies. 
They may also provide for conversion within certain time and age 
limits to another form of policy, without resubmission of evidence 
of insurability to the insurer; such policies are convertible term 
policies. Term policies may be both renewable and convertible. 

Conversion may be made in either of two ways. The more 
popular way is to h^ve the new permanent policy issued as of the 
insured’s attained age. It is generally permissible, however, to 
have the new policy issued as of the original date of the term 
policy and with a premium as of the original age, by the payment 

1 Strictly speaking, this is a life annuity. Any series of periodic pay- 
ments, whether or not contingent upon survival of a life, is an annuity. 
An annuity, not dependent upon life contingencies, is an annuity certain. 
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of the excess of the premiums on the new policy over those paid 
on the old accumuloted with compound interest. 

As the rate of mortality does not markedly increase with age 
until beyond middle life, but after that goes up rapidly, it will be 
apparent that, since a term policy runs but a short time, there is 
little investment element in it. Consequently, its cost is the 
lowest of any form of life insurance. It is not, however, perma- 
nent life insurance, since on its expiration it can be renewed only 
at an increased rate. 

Term-insurance policies are suitable for furnishing temporary 
protection to cover a business risk, as for example, the risk a 
contracting firm runs through chance of the death of its chief 
engineer before the completion of a particular job. If renewable 
and convertible, it may be used to protect the family of a young 
professional man during his years of low income, while building 
up his practice. 

Recently a new form of long-term policy has app>eared giving 
coverage for the life expectancy^ of the insured. This is con- 
sidered to be the productive period of life, and it is thought that 
the need for insurance thereafter will have materially decreased. 
It may not have entirely disappeared. Consequently, provision 
is often made for continuance of the policy, at the option of the 
insured, throughout life at the same premium but in a reduced 
amount. 

The premiums on term policies are payable annually, or at 
shorter intervals, during the term of the policy. 

Whole-life Policies. — Insurances extending over the entire 
term of life, at a premium rate fixed in advance and named in 
the contract, are whole-life policies or simply life policies. The 
premium may be payable throughout life, or limited to a term of 
years, or even be made in a single payment. On the basis of 
these three methods of payment, there are three types of contract: 
ordinary-life, limited-payment life, and single-premium life. 
Limited-payment policies may be issued with a premium-paying 
period of any desired term of years, but a period of 20 years is 
the most popular. 

The ordinary-life policy is the lowest priced form of permanent, 

1 The life expectancy of a person is the average afterlifetime of persons of 
his age as indicated by a given mortality table. 
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life insurance, since its premium is just sufficient to cover the 
future risk and keep the rate from rising in the later years. It 
is adapted to the needs of most persons requiring permanent 
protection. It contains an investment element, since the pre- 
mium in the earlier years is greater than is necessary to meet 
current cost, the excess being conserved for future needs. 

Reserves. — ^Though there is an excess charge in the early years 
to meet the cost of rising mortality in later years, it must not be 
thought that the reserve on a life-insurance policy increases for a 
time and then decreases. The accumulated excess charges 
(reserve or investment element) maintained against any policy 
to keep future premiums level are, of course, no longer needed 
when the policy is terminated. If the termination is by lapse 
or surrender, it may be paid to the insured in cash or used in other 
ways for his benefit. If the termination is by death, it may be 
drawn upon to help pay the claim. Thus, if a reserve of $200 has 
been built up on a $1,000 policy and if the insured dies in the next 
year, that reserve is no longer required. It is released^ and its 
amount is made available toward payment of the claim. The 
company has only to find $800 ($1,000 less $200) from its current 
year’s premium income. As the reserve increases, this net amount 
at risk decreases. The amount to be furnished from the current 
premium for carrying the risk of a policy in any year is its share 
of the net mortality losses which is the product of the probability 
of death by the net amount at risk. Although the probability of 
death of the insured increases as he grows older, the reserve on 
the policy also increases and the net amount at risk correspond- 
ingly decreases. The product of the two is always less than the 
premium charged plus the policy’s share of interest earned on 
reserve funds until the age of the, insured is so great that death 
within a year may be regarded as certain.^ Consequently, 
there is always some excess in the current year’s premium to be 
added to the res^fve. The reserve under a whole-life policy 
increases continiumsly as long as the policy is in force. 

A numerical illustration will perhaps make this clearer. 
According to the American Experience Table of Mortality and 
on the assumption that invested funds will yield 3 per cent net 
interest, the annual net premium required for a whole-life policy 

^ Most mortality tables show this to be about age one hundred. 
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of $1,000 issued at age forty-five is $29.67. ‘ Let it be assumed 
that premiums are payable annually in advance and that claims 
are paid at the end of the year in which the death of the insured 
takes place.* Then if the company’s mortality experience 
exactly follows the American Experience Table the average 
results for several years with respect to such a policy will be as 
shown in the following table: 


Illustration of Growth of Level Premium Reserve and Its Effect 
ON THE Cost op Insurance 


(1) 

Duration 
of policy 
in years 

(2) 

Age of 
insured at 
end of 
year* 

(3) 

Death rate 
per 1,000 
during the 
preceding 
year 

(4) 

Reserve at 
the end of 
policy year 

(5) 

Net amount 
at risk 
($1,000 
minus the 
reserve) 

(6) 

Cost of 
insurance, 
i.e.y amount 
to be pro- 
vided out 
of current 
premium 

1 

46 

11.16 

$ 19.61 

$980.39 

$10.94 

2 

47 

11.66 

39.65 

960.36 

11.10 

3 

48 

12.00 

60.12 

939.88 

11.28 

4 

49 

12.51 

80.98 

919.02 

11.50 

6 


13.11 

102.20 

897.80 

11.77 

6 

61 

13.78 

123.74 

876.26 

12.08 

11 

66 

18.57 

235.35 

764.65 

14.20 

16 

61 

26.69 

350.30 

649.70 

17.34 

.. 21 

66 

40.13 

463.62 

536.38 

21.62 

26 

71 

61.99 

669.69 

430.31 

26.68 

27 

72 

67.67 

589.67 

410.43 

27.77 

28 

73 

73.73 

608.98 

391.02 

28.83 . 

29 

74 

80.17 

627.98 

372.02 

29.83 


♦ If living. 


Immediately upon receipt of the premium of $29.67, the com- 
pany invests it at 3 per cent so that by the end of the year it 

^ The gross premium charged will be somewhat larger because it must 
also provide for expenses, but for the present purpose it may be assumed 
that the net amount received by the company is the above figure. 

* These are the usUal assumptions in actuarial calculations. Adjustment 
for the departure from them in practice is made in the loading factor by 
which the gross premium is built up from the net. 
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amounts to S30.55. Of this, $19.61 must be put in reserve to 
help pay future claims, leaving $10.94 available to pay the policy’s 
share of claims the first year. Since the $19.61 will not be 
required for any given policy’s share of future claims if it does not 
continue to be in force, this sum may be used toward payment 
of the claim in any case where the insured has died during the 
year. Hence the amount to be taken from the year’s premiums 
on all policies of this class for such a claim is not $1,000 but 
$1,000 minus $19.61, or $980.39 [the amount shown in column 
(5) of the table]. Since 11.16 per 1,000 of the policyholders 
die, the amount chargeable per $1,000 policy is 0.01116 X 980.39 
= $10.94 [the amount shown in column (6) of the table], which 
is precisely the amount provided by the premium and interest 
after setting aside the required reserve. 

For those policies which begin the second year there is already 
in reserve $19.61 per $1,000. Adding the new premium ($29.67) 
to this gives a fund at the beginning of the year of $49.28. With 
interest at 3 per cent this will amount at the end of the -year to 
$60.76, out of which now $39.66 must be set aside for reserve, 
leaving $11.10 from each policy to be used to pay the year’s 
claims. But again the reserve of the policies of those who die 
may be used in part payment of the claim and the net amount 
[shown in column (5)] on each such claim is $1,000 minus $39.66, 
or $960.36. The death rate .has now increased to 11.66 per 
1,000. Hence the amount required from each policy’s premium 
is 0.01166 X $960.36, or $11.10, the amount available as shown 
above. Accepting the figures in columns (3) and (4), the other 
figures in the table may be similarly verified. 

The table, prepared in this way, shows that, as the rate of 
mortality increases, the net amount at risk (pure insurance) 
decreases in a compensatory manner by reason of the increasing 
reserve ^savings fund) so that the cost of the insurance increases 
much more slowly yian the rate of mortality and always stays 
less than the premium plus the policy’s share in interest earnings. 
It will be noted that not until after the policy has been in force 
29 years does the “cost of insurance” exceed the premium. 

Similar tables may be prepared for any plan and age at issue. 
On endowment-insurance policies, since the face is payable at the 
end of a term of years if the insured survives, as well as at death 
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if it occurs in the interim, the reserve (savings fund) must build 
up more rapidly, the net at risk correspondingly decrease, and the 
cost of insurance be still lower. 

The precision shown by the table is not realized in practice. 
Nor is such precision necessary. Surplus funds take up the 
differences and are periodically distributed to policyholders or 
stockholders as dividends. The important thing for the student 
at this point is a clear understanding of the principle involved.^ 

Unfortunately, many who take out level-premium life-insur- 
ance policies fail to appreciate the function of the reserve and its 
equivalence to a savings fund. They do not realize that the 
life-insurance company cannot furnish a uniform net amount of 
insurance Avithout charging an increased rate. Consequently, 
when a so-called “analyst” points out that the reserve is their 
money and that they are paying a uniform rate for a decreasing 
amount of pure insurance, they feel that they have been deceived 
and unjustly treated. They listen to his siren song that they 
may more profitably keep their own savings fund and take 
decreasing term insurance to keep the same net estate, forgetting 
that if the savings fund is really to be such it cannot be used for 
current enjoyment. All too often the victim takes his cash value 
(the analyst approaches only those whose policies have been in 
force long enough to build up a substantial reserve), uses it for 
business purposes, fails to keep a savings fund intact or loses it 
through poor investment, and finds his program for creating an 
estate for his dependents or his own old age in ruins. 

It is because of such misfortunes, which arise from a lack of 
clear perception of the savings nature of the reserve and its 
necessity as a means of keeping life-insurance premiums level,, 
that it has seemed wise to make this long excursus into the sub- 
ject of life-insurance reserves. 

* These calculations have been made on the mortality and interest base 
formerly in common use by life-insurance companies. The necessary 
values for checking them are available in numerous publications. More 
recently the companies have based their calculations on a more modem 
table and a lower interest rate. The use of such a basis would change 
the values shown but not the relations. Since the calculations are inserted 
only to illustrate the principle involved and can be more readily verified, 
by others than actuaries, than if they were on a currently used basis, they 
have been retained from the previous editions of this book. 
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Nonforfeiture Values. — If the insured wishes to discontinue the 
insurance, he may cease to pay the premium, and the law requires 
that the policy provide that the amount of this reserve (invest- 
ment element) or the major portion of it^ be used for his benefit. 
These benefits are surrender or nonforfeiture values. They do not 
generally become available before the end of the second year. 
A number of optional forms of such values are given. The 
cash value increases with the age of the policy because of the 
increase in reserve and because a larger portion of the reserve is so 
used. Usually the other nonforfeiture benefits also increase but 
at a lower rate since the increasing age of the insured reduces the 
benefit a given amount of cash value will buy. 

Some persons are unwilling to take ordinary-life insurance 
because of the fear of having to pay premiums in old age.* It is 
for such persons that limited-payment forms are designed. Since 
there is a time after which further payments are not required, it 
must be apparent that the investment element in the limited- 
payment policy is much greater than in the ordinary-life policy. 
This form is particularly suited to those whose earning power 
may be reduced after a time, and who consequently wish to get 
the expense out of the way before that time comes. The differ- 
ence in the term for Avhich premiums are payable, the higher 
premium payments, and the higher surrender values are 
the only differences between the ordinary and limited-payment 
life forms. 

‘ Since it is optional with ^the insured to continue or surrender his insur- 
ance and since the insured in poor health will be ill advised to surrender, it 
may be expected that those who surrender will on the whole bo better risks 
than those who continue. Such consequence of the exercise of options by 
the insured is adverse selection. To offset this the company is allowed to 
retain a portion of the reserve as a surrender charge. 

If the company wishes to keep the same volume of business in force 
to keep the spread of risk and expense, it must replace the withdrawing 
policyholder. Recoupment of the expense for so doing is another purpose 
of surrender charge." , 

*Of course, this is not necessary. Whenever the need for insurance 
ceases, the policy may be surrendered for its cash value. If the premium 
becomes burdensome in later years and some insurance is still needed, the 
policy may be exchanged for a paid-up policy of reduced amount, or it may 
be continued as paid-up term insurance for its face amount for the full term 
the cash value will provide. See p. 181. 
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Endowment Insurance. — Endowment insurance is a combinar 
tion of insurance and endowment, of a term insurance for a speci- 
fied time and pure endowment for the same period. It is, 
therefore, payable at its face if the insured should die within the 
endowment period, and at the end of the period if the insured is 
alive. Since the insurer, the comjjany, must have the money in 
hand to pay at the end of the endowment period, there is a 
larger investment element in this form than in either of the 
others considered. ^ 

In European countries, where the habit of retiring at a fairly 
early age to enjoy life is w’ell established, endowments are popular 
and arc usually issued to mature at a fixed age. Some policies 
maturing at a fixed age are offered in the United States,* but it is 
a more usual practice to make the endowment period a fixed 
term of years. 'I’wenty years is the most common term, though 
longer and shorter terms in multiples of 5 years are also issued. 
Most endowment policies are issued with a premium-paying 
period equal to the endowment period. But they may also be 
issued on a form limiting the payments to a shorter term of years. 

There is little difference in the form of endowment and life 
policies, merely an added phrase reciting the requirement to pay 
the insured if living at the maturity date, and a slightly different 
schedule of nonforfeiture values. 

Aimuities. — Until recently, annuities were not in much demand 
in the United States. Americans looked forward to “dying in 
the harness.” The struggle was not to attain a competence on 
which to retire and enjoy life but to amass a fortune to pass on to 
one’s heirs. The tendency of corporations to replace private 
business firms, changing the proprietor to a corporation official 
subject to retirement as his powers fail, the growdng realization 
that only the lucky few can amass fortunes, as well as losses of 
investments in times of depression, have brought a change of 
attitude. The demand for annuities has been growing, partic- 
ularly since the depression of the thirties. 

Annuities may be, and until recently usually wore, paid for by 

^ Endowment insurance is susceptible to the same analysis as that made 
above for ordinary-life insurance; it likewise is a combination of a savings 
fund and pure insurance. 

’ In recent years these policies have become increasingly popular. 
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a single premium. ‘ Such annuities were bought for elderly per- 
sons, usually women, who had a modest fortune from the care of 
which they wished to escape wth an assured income for life. 
They may also be paid for by an annual premium payable over a 
term of years, the beginning of payments under the annuity 
being deferred until the end of the premium-paying period. 
These are deferred annuities. This is the form suitable for an 
earner looking ahead and providing for his own retirement. The 
forms used for single-premium annuity contracts are fairly simple, 
merely reciting the company’s obligation to pay the annuitant 
if living, and the form of proof required that the annuitant is 
living. 

The cupidity of human nature is such that most people object 
to purchasing simple annuities. They feel that if they die within 
a short time their estate mil have been robbed of the difference 
between the consideration they paid and the amount paid them 
in income. To meet this objection refund annuities and cash- 
refund annuities are offered. Under the former the income is 
continued until the total amount paid equals the consideration. 
Under the latter the difference between the consideration and the 
income drawn is paid at the death of the annuitant. Obviously 
less annual income can be paid under a refund annuity than under 
a simple annuity, and still less under the cash-refund form. The 
contract is a little more elaborate under the latter forms since 
it must define precisely these additional obligations of the 
company. In recent years the prices of annuities have been 
rising, owing to two forces: (1) the decreasing interest rate which 
the companies are able to obtain on long-term safe investments 
and (2) the increasing longevity of annuitants, free as they are 
from the strain of earning a living. The table on page 171 
shows the annual income obtainable from $1,000 invested in 1945 
in the several types of annuities. 

There is some difference in the rates quoted by the various 
companies, and sSme companies issue participating annuities 

* Because of the investment problems created by the receipt of large 
sums in single premiums and the increase in cost of furnishing annuities due 
to increasing longevity, many companies have ceased to sell single-premium 
annuities. 
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Annual Annuity Purchased by $1,000 
(Nonparticipating) 


Age 

Type of annuity 

Cash refund 

Regular 

Refund 

Male: 

60 

$49.96 

$43.30 

$42.12 

60 

66.13 

52.62 

50.18 

70 

94.89 

66.24 

61.36 

Female: 

60 

44.63 

39.84 

38.99 

60 

66.96 

47.47 

45.81 

70 

78.33 

58.69 

55.34 



with a lower amount guaranteed but with prospects of greater 
actual return when the dividend is added. 

Comparison of these returns with the yield of safe securities 
shows the extent to which the capital sum paid in is drawn upon 
in each annual installment. 

The lower returns to female annuitants are due to the lower 
mortality among elderly women than among elderly men. 

Deferred annuities, especially those purchased by annual 
premiums, whether or not of the refund type, usually provide for 
the refund of the consideration or premiums, with interest, if the 
contract holder dies before receiving any payments under it. 
Also, there are nonforfeiture values^ in event of lapse in payment 
of any of the premiums. 

Uses of the Various Forms. — ^The premiums charged for the 
different forms of insurance differ according to the cost of furn- 
ishing the benefit and the length of time for which the premium is 
payable, as well as according to the age of the insured. 

The accompaning table shows the rates’ of a large company 
issuing only nonparticipating policies. They are typical for such 
policies. The rates charged for participating policies* by com- 
panies issuing such contracts are higher but vary similarly accord- 
ing to the form. 

‘ See p. 168. 

*Seep. 174. 
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Comparative Table of Rates per $1,000 for Nonparticipatinq Life 

Insurance 


Age of 
insured 

Form of policy 

10-year 

term 

Ordinary 

life 

20-payment 

life 

20-year 

endowment 

26 



$28.58 

$47.07 

35 



34.50 

47.71 

45 



43.49 

51.21 

55 


49.49 

58.22 

61.23 


• Not quoted at this age. 


If life insurance is needed for a limited time, and the need then 
ceases, e.g., in the case of a corporation undertaking a large 
construction contract and relying on the skill and experience of a 
directing engineer, term insurance meets the entire need and is 
cheapest. It is rather a poor choice for the average man of 
family. Usually his need continues for the greater part of his 
life. The cost of term insurance increases each time it has to be 
renewed, and after certain ages are reached it cannot be renewed, 
although he can get more insurance for the time being for the 
same money. The young professional man with high need and 
low present income, but excellent prospects of better income in 
the future, can use term insurance to advantage.^ 

For most people ordinary-life insurance is most satisfactory. 
The rate is higher than for term insurance and, as an inspection 
of the table shows, only about half as much can be carried for a 
fixed annual sum -as if 10-year term insurance were taken. But 
the rate is fixed for the remainder of life, and the insurance can be 
carried for the whole of life. The rate on the limited-payment 
form is again higher, and the same outlay will provide less protec- 
tion, but the premiums stop after a given number have been paid. 
This appeals to nAny persons who. feel they want to get the 
payment over with. Critical analysis raises a question whether 
this is usually as beneficial as the- larger sum purchasable if the 
ordinary policy were taken. If there is an adequate income for a 
time with prospect of diminution later, this form is desirable. 
With most persons the reverse is more probably the case. About 
75 per cent of the life insurance in force of companies doing busi- 
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ness in New York state is on the whole-life (including ordinary- 
life and limited-payment policies) form. 

Endowment insurance is designed to furnish at least a fixed 
sum at a definite future date regardless of the life or death of the 
individual insured.^ For example, members of college classes 
have taken out such policies to provide gifts to their alma mater 
on the twentieth or twenty-fifth anniversary of their graduation. 
If the premium payments are kept up, the money will be there 
whether the individual lives or dies. Such a policy may be used 
to fund a debt maturing at a future date, or to provide for the 
education of a child. Still less can be provided for a fixed annual 
sum than on any of the other forms. For individuals who find it 
difficult to save, the requirement to meet a fixed payment is often 
a corrective, and the endowment policy is desirable for such a 
person. If death occurs during the endowment period, only the 
face is payable. Therefore, a person who will save regularly 
will leave more to his estate by purchasing the same amount of 
ordinary-life insurance, putting the remainder in a sound savings 
institution, and leaving it there. It is so easy to withdraw it, 
that few do the latter. Still more will be left to the estate if the 
entire premium required for the endowment policy is used to buy 
ordinary whole-life insurance. 

One common fallacy is that one must “die to win” under an 
ordinary-life-insurance policy. This is not so. It is true that 
the policy is not payable for its face value until the death of the 
insured. It is also true that it contemplates payment of premium 
throughout life. But whenever the need for the insurance ceases, 
the policy may be surrendered and the surrender value taken 
in cash.® 

In planning the life-insurance program for an individual, 
several things must be considered: 

1. His need for life insurance. This will depend among other 
things upon the size of his family, the age and health of his Avife, 
children, and others dependent upon him, upon the standard of 
living to which his family is accustomed, and upon the extent of 

1 Since the amount paid at the death of the insured will presumably earn 
interest, the amount available at the future date may actually exceed the 
face of the policy. 

* See note 2, p. 108. 
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his resources independent of earning power. The need of cash to 
pay inheritance taxes should not be overlooked. 

2. His income and how it may change in the future. Impor- 
tant as it is to provide for dependents after the death of an 
individual, the cost of that provision always causes some reduc- 
tion in the capacity to provide in the present. If the present 
sacrifice is too great, the whole insurance may be allowed to 
lapse. A program calling for a less outlay may be carried 
through. There is always the balancing of present and future 
sacrifices. The adaptations of forms to income changes has 
already been noted. 

3. His temperament. This point has been touched upon in the 
discussion of the use of the endowment forms. 

4. The nature of his financial obligations and the financial 
capacity of his dependents. These factors influence both the 
amount of insurance to be carried and whether it should be 
made payable in a lump sum or in some other manner and, in 
the latter event, in what manner the best results ^vill be 
obtained. 

Participation in Earnings. — Since, as must be evident from 
reflection on the nature of the insurance business as presented in 
Part I, there is a large element of mutuality in all insurance, it 
may be anticipated that many insurance carriers will be mutual 
corporations in form. The form of organization of insurance 
carriers will be treated further in Part III, but it is desirable to 
note here that, far more than in other fields, life insurance is 
conducted by mutual companies. Hence, it is usual to find in 
life-insurance policies a prominent place given to clauses pro- 
viding for participation in the earnings^ of the corporation. 
Further reference to these will be made at the proper place. 

Standardization of Forms. — Prior to 1907, life-insurance forms 
were not standardized by law, either in toto or in requirements for 
particular provisions, save for the statutory requirement of 

* Since a life-insurance company, if it does any other kind of insurance 
business, must keep its life-insurance funds separate, these earnings can 
arise only because the insurance furnished the policyholders has cost less than 
was chaigcd them. They are, therefore, in the nature of refunds of excess 
charges and not earnings in the usual commercial sense. This is as true in 
the cose of a mutual company as in the case of a stock company issuing 
participating policies. 
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nonforfeiture values, and the specification of the reserve basis for 
them. But during 1905 and 1906, there was a thoroughgoing 
investigation of the conduct of the life-insurance business by a 
committee of the New York I.«gislature. On the recommenda- 
tion of that committee, which, had uncovered many abuses, a 
statute was passed prescribing standard forms of policies to be 
used by all companies doing business in that state. The insur- 
ance commissioners and attorneys general of other states met 
in conference at the same time and appointed a Committee of 
Fifteen to study the matter further. This committee recom- 
mended against the requirement of standard forms, and in favor 
of requiring standard provisions and the prohibition of certain 
provisions that had appeared. This recommendation, with the 
requirement of approval of forms by the Insurance Commissioner, 
has been followed in most states. New York, in 1909, repealed 
its standard-policy law and enacted the same form of require- 
ment. It is perhaps fortunate for the public that the legislation 
took this form, for the policies today are distinctly more liberal 
than the former New York standard. 

Plan of Treatment. — ^As in the study of the contracts in use for 
other kinds of insurance, the following points ■will be considered 
in order: 

1. Parties. 

2. Consideration. 

3. Definition of the risk transferred. 

4. Conditions relating to payment of loss. 

5. Other clauses. 

6. Modification of the policy form by endorsement. 

Parties. — ^There are usually three or more parties to a life- 
insurance contract: the issuing company, the insured on whose 
life the policy is issued, the beneficiary who is to receive the 
proceeds of the policy, and sometimes one or more contingent 
beneficiaries who succeed to the right of the beneficiary if they 
survive him. Unless it is otherwise pro'vided in the contract, 
the beneficiary's interest becomes vested at the issue of the 
policy. It is the usual present practice to provide that during 
his lifetime the insured may exercise any and all rights under the 
policy, including its surrender, without the participation of the 
beneficiary. Where, as in policies issued 35 or more years, ago, 
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this right is not reserved, the beneficiary must join in applications 
for loans and surrenders if the company is to be safe from double 
claim. Until about 35 years ago policies seldom provided for 
change of beneficiary except by reason of the death of the named 
beneficiary, whose rights passed to named contingent beneficiaries 
in succession. Most policies now reserve to the insured the right 
to change the beneficiary at will.^ He can, however, at the time 
of application make an irrevocable designation and thereafter 
will not have the right to change. 

Consideration. — Unlike the practice in other kinds of insur- 
ance, life-insurance policies are not issued by agents but by the 
home office only, and on the basis of a written application 
which is made a part of the consideration for the contract. The 
application is in two parts: the first, or application proper, which 
is taken by the agent, identifies the insured and indicates the kind 
of policy desired, its amount, the name of the beneficiary, and 
other facts required properly to write the policy; the second, or 
Statements to the Medical Examiner, contains the applicant’s 
representations with regard to his past history, habits, physical 
condition, and other factors indicating the character of risk he is 
likely to be. Under the standard-provisions statutes in most, if 
not all states, the policy constitutes the entire contract, and in 
order to bring in the application as a part, a copy, usually photo- 
stat, is attached to the policy. In most states, it is prescribed 
by statute that the statements of the insured shall, in the absence 
of fraud, be deemed representations and not warranties. No 
such statement may be used in defense of a claim unless it appears 
in the copy of the application. 

The premium and its periodic payment are also a part of the 
consideration for the contract. Some companies make the 
policy a receipt for the first premium; others do not. Premiums 
may be made payable annually, semiannually, quarterly, or 
with some companies; monthly. 

Since the premium is based on the age of the insured, it is 
important that it be correctly stated. One of the statutory 
standard provisions is that, if the age has been misstated, 
the amount of the policy shall be such as the premium would 

‘ Community property laws in various states are now limiting this right 
where wives are named as beneficiaries. 
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have purchased at the true age of the insured according to 
the company’s regular scale of rates for the same kind of policy. 

Risk Transferred. — The definition of the risk transferred 
under a life-insurance policy is quite simple. The policy is in 
the form of a conditional promise to pay, the condition being the 
receipt of due proof of the death of the insured and surrender of 
the policy properly receipted, except in the case of an endowment 
or a term policy. In the former, the promise is to pay the insured 
if living on the maturity date of the policy, or on receipt of due 
proof of the death of the insured before that time to pay to the 
beneficiary. In the latter, there is inserted, after the name of the 
insured, language to indicate that the death must have occured 
prior to the expiration of the policy. 

The term of the policy is further limited by the requirement for 
regular payment of premiums, it being provided that the payment 
of any premium shall not continue the policy in force beyond the 
due date of the next premium. 

Formerly, the risk of travel and residence in certain parts of the 
world were not assumed under the policy, but most modem 
policies are free of such restrictions and, to emphasize the change, 
it is usually so stated in the policy. 

Suicide within one year from the date of the policy is a risk not 
assumed.^ The clause may appear unduly harsh on account of 
the presence of the words “sane or insane” in connection with 
the suicide. This language is due to the decision of some courts 
that suicide is itself proof of insanity. The clause is a method of 
controlling moral hazard. It is not generally believed that there 
is much likelihood that a person contemplating suicide and desir- 
ing to protect dependents will take out a policy and wait a year , 
or more before carrying out his intention. 

By custom and statutory requirement, the policies are made 
incontestable after one or two years from the date of issue, 
except for nonpayment of premium. Consequently there can 
be no limitation on the risk except within this period. Some 
companies make suicide the only exception even within this 
period. But others, by an agreement provision in the application 
and reference on the policy, exclude the hazard of certain occu- 
pations during the first year. The occupation of the insured is 
‘ The policies of some companies specify 2 years. 
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carefully examined in passing on the application, and his past 
occupations and expectations of change are carefully inquired 
into. It is generally felt that a change, even to a highly hazard- 
ous occupation after a year’s duration, is a risk the company 
should assume. If the conditions at the issue of the policy point 
to the likelihood of such change, an extra premium may be 
charged or the risk declined. 

The standard-provisions statutes permit as an exception to 
the incontestable clause military or naval service in time of 
war. Most companies, however, did not make even this an 
exception until the outbreak of the Second World War. The 
military forces are usually drawn from the younger and uninsured 
classes and, should more insured be drawn in a later war, undoubt- 
tedly the government would make provision for assuming the war 
risk. Sanitation in modern warfare has reduced the war risk 
from disease to as little as, or less than, the risk of disease 
in civil life.^ 

Provisions Relating to Loss Payment. — Endowment policies 
are payable to the insured, if living, at the end of the endowment 
period. Except for this case, life-insurance policies are payable 
to the named beneficiary. Sometimes there is a contingent 
beneficiary named to receive the proceeds in the event of the 
prior death of the named beneficiary;* sometimes the interest 
of the beneficiary reverts to the estate of the insured. In the 
case of policies or certificates issued by fraternal orders, the 
statute limits beneficiaries to those having certain family relation- 
ships to the insured. 

The necessity of presenting due proof of the death of the 
insured has been noted. No difficulty arises except where 
the death has been due to a cause that is an exception under the 
policy and in disappearance cases. 

As beneficiaries are usually widows not trained in finance, all 
too often the procjeeds of life insurance of substantial amount 
have been lost through poor investment. Consequently most 
policies now contain a number of installment options for settle- 

* Since the inception of the Second World War the companies have inserted 
restrictive war clauses, but generally there is no reduction of the amount 
payable on the death of a civilian from war causes within the continental 
limits of the United States. 
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merit, any one of which may be selected by the insured and, if 
he has made no selection, by the beneficiary. Since, even in the 
case of a single individual, the way in which it will be best to 
make payments may well change during the life of a policy, 
these options permit adaptation to the circumstances. For 
example, a young man paying off a mortgage on his home may 
want a considerable amount of his total life insurance payable 
in a lump sum. After the payment of the mortgage, he may 
want an adequate, assured income for his widow should he die 
before the children are educated, payable over the period of 
time necessary for their education. After the children are edu- 
cated, the widow needs a life income of smaller amount. All this 
may be accomplished by filing with the company his election of 
the appropriate settlement option, changing it from time to time. 

The policy contains not only a number of optional provisions 
for payment of the proceeds,* but also other special options that 
may be granted. Sometimes the desires of the insured are such 
that discretionary powers must be exercised. Life-insurance 
companies may not assume such trusts, and it may then be con- 
sidered advantageous to make the policy payable to a trust 
company under a life-insurance trust. Sometimes trust funds are 
deposited with a trust company from which to pay the premiums, 
and the company assumes under the trust the entire management 
of the insurance and the estate created by its proceeds. 

Policy forms have generally provided that, if the premium 
were payable more frequently than once a year, the unpaid 
portion of the premium for the current year would be deducted 
from the face of the policy when payable at the death of the 
insured. This was on the theory that all premiums w'^ere expected 
to be paid annually in advance and that the acceptance of install- 
ments was a special concession to the insured. This practice was 
often misunderstood by beneficiaries and, even when understood, 
was a cause of disappointment. Some companies are now 
omitting this provision and pay the full face of the policy regard- 
less of how premiums are payable. At least one prominent com- 
pany also refunds a part of the annual premium paid for the year 
in which death occurs. This is in line with the constant 

‘ For further details as to the form of these options in a typical policy, 
the reader is referred to Appendix XIX. 
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tendency toward the most liberal contract that can be safely 
written. 

Nonforfeiture Provisions. — A large part of the policy is taken 
up with the statement of the benefits allowed in event of lapse 
or surrender of the policy, the nonforfeiture provisions. Before 
discussing these it will be well briefly to review their origin. 

In the early history of life insurance, in event of lapse (failure 
to pay a premium when due), all the equity of the policyholder in 
the reserve, accumulated to guarantee that the premium on his 
policy would remain level, was forfeited. This was a gross 
injustice and hardship, though it was mitigated in many cases 
by the then current practice of accepting notes for a considerable 
part of the premium and by allowing them to stand as a debt 
against the policy, redeemable from dividends when declared. 
These notes were automatically canceled when the policy lapsed. 
The harshness and inequity of total forfeiture when premiums 
had been paid in cash impressed so strongly the Hon. Elizur 
Wright, first Insurance Commissioner of Massachusetts, that he 
pressed for, and in 1861 secured, the passage of a law requiring 
companies doing business in that state to redeem the policy- 
holder’s equity in a lapsed policy by granting a value equal to the 
excess of the reserve over a reasonable charge for disadvantages 
imposed on the company by the lapse. ^ This equity was not 
required to be granted in cash, but was to be granted by extending 
the term of the policy without further premiums until the equity 
was exhausted. From this beginning in compulsion, competition 
has tended to center on the liberality of this surrender (or cash) 
value, and the surrender charge which is deducted from the reserve 
in determining the value has been gradually reduced, and a wide 
choice given the insured in selecting the benefit best suited to his 
case. This condition would undoubtedly have come about in 
time, but the na^ne of Elizur Wright is greatly esteemed for his 
initiation of tlfis reform, as well as the requirement of adequate 
reserves for all life-insurance companies. 

Although. not grouped together in the contract there are 

1 Unless the company is to decrease in size and lose public confidence, it 
must secure a new policyholder to replace the one lost. This involves 
expense, and the extra expense should be borne by the withdrawing policy- 
holder and not by the body of persistmg policyholders — ^the company. 
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three provisions that may properly be called “nonforfeiture” 
provisions: 

1. A grace of 31 days (sometimes 30 days or 1 month), without 
interest charge, is now usually granted for the payment of any 
premium. The standard policies proposed in 1907 provided for 
1 month at 6 per cent. Under competitive conditions, the 
irregular length of our calendar months led to the change first to a 
period of 30 days and then to 31; later the interest charge was 
waived. 

2. Nonforfeiture Values . — The insured is given the choice of 
receiving his equity under the policy 

a. In cash as a surrender value. 

h. In a paid-up policy, of a reduced amount, payable on 
the .same terms as the original policy, without further 
payment of premiums. The amount is fixed b 5 " using 
the cash value as a single-premium payment for a whole- 
life policy or endowment, if such were the original policy. 

c. In extended-term insurance, the policy being carried in 
force for its face amount for such further term as the 
cash value, used as a single premium, will cover. ^ 

The value of these benefits each year is usually shown in a 
schedule in the policy, and it is provided that, if the insured 
exercises no option, a specified one, usually extended-term insur- 
ance, will be granted automatically. 

As the equity is in the policy, it may be used as the basis of a 
loan from the company. The policy guarantees the insured the 
right of such a loan in an amount not exceeding the cash value at 
the end of the term to which premiums are paid, but subject to 
payment of interest to that date. These values are indicated in 
the same schedule. 

In some cases, the policy provides that, if a premium is not 
paid when due, the company shall automatically advance the 
premium as a loan against the policy until the total of loans and 
interest equals the reserve, at which point the policy automati- 
cally terminates. The policy is not carried so long a time in this 

' The extension under an endowment policy does not run beyond its 
maturity date. The equity remaining after providing for term insurance to 
that date is paid in cash. 
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way as under the extended-insurance benefit, but there is the 
advantage to the insured that the policy technically never lapses 
and that he naay resume payments at any time, either repaying 
the advances or letting them stand as a loan. He may do this 
regardless of his state of health; to reinstate a policy that has 
actually lapsed, evidence of continued insurability is required. 

3. Reinstatement . — Unless the policy has been so terminated 
that the policyholder has no remaining equity, i:e., surrendered 
for cash or carried as term insurance and the term expired, the 
insured may reinstate a lapsed policy in its original terms by 
pa3dng his arrears of premiums and interest thereon and by 
submitting satisfactory evidence of insurability.^ 

Miscellaneous Clauses. Assignment . — The policy usually 
contains a clause dealing with the right of the insured to assign 
the policy. This is designed not to extend or restrict the policy- 
holder’s right, but to free the company from responsibility for 
passing on the validity or effect of an assignment and to give 
notice that the company is not charged with notice of the assign- 
ment until the original or a certified copy has been filed with it. 

Dividends . — If the policy is in a mutual company,* the policy- 
holder is entitled to share in the surplus earnings® of the company, 
and a clause specifies how often the share {dividend) shall be 
given and in what form. It is now almost universally the custom 
to apportion the surplus annually, though a dividend is not 
usually granted before the end of the second policy year, and to 
allow four options as to the mode of payment. The dividend may 

1. Be received in cash. 

2. Be used toward the payment of premium.s. 

3. Be left on deposit with the company at compound interest. 

4. Be used to purchase a paid-up addition to the face of the policy pay- 
able under like terms and conditions. 

* The period during which reinstatement is permitted is usually limited 
to 5 years. Thelfesurer may permit reinstatement after that period, but 
the required pa 3 anent of premiums and interest is usually so large that it 
does not appear advantageous to the insured. The advantage to the insured 
of such a clause is that the courts have held that the standards of insurability 
for reinstatement cannot be more severe than those in effect when the policy 
was issued. 

* See Chap. XVI for discussion of forms of companies. 

*See footnote p. 174 as to the nature of these earnings. 



LIFE-INSURANCE AND ANNUITY CONTRACTS 183 


Any cash sum, if used as a single premium, will buy a certain 
amount of life insurance on which no further premiums are 
required. Option 4 means that the dividend will be used in this 
way. Thereafter, when the insured dies, the amount payable is 
more than the original face of the policy. It is as though he 
held two policies: one for the original amount and a second for the 
amount bought by his dividends. This calls for a correspond- 
ingly higher reserve. If for a number of years the dividends are 
so used, the reserves on these additional amounts of insurance 
may equal the difference between the reserve on the original 
policy and its face value. If so, the company is in position to pay 
the insured the face of his policy if he cares to surrender it. In 
the same way the deposits under option 3 and their accumulated 
interest may in time equal the difference between the reserve on 
the policy and its face and permit redemption of the policy in 
cash. 

For these reasons, it is frequently provided that, if either 
option 3 or 4 is exercised, when the total credit to the policy, 
including the reserve on the original policy and the credits 
either of dividend deposits or of reserves for the additions, equals 
the original face of the policy it may at the option of the insured 
be matured as an endowment. There is also a provision that 
when the total credits equal the sum necessary at the insured’s 
attained age to pay for the named amount of the insurance, the 
insured may elect to cease payment of premiums and have the 
policy continued as fully paid life insurance for its face amount 
payable at death, or at the insured’s election at any time pay- 
able for a less amount as a cash surrender value. 

Some stock companies, issuing only nonparticipating policies, 
finding the gradually reducing premiums of the participating 
companies attractive and, appealing to the vanity of the individ- 
ual who gets a certain satisfaction from cutting coupons, insert 
in their policies a sheet of coupons similar to the coupons on a 
bond, and provide much the same options for the use of these as 
for the dividends of the participating company. The policies 
are frequently spoken of as “guaranteed-dividend” policies. 
This term is a misnomer as the coupon is in no sense a dividend 
from the profits of the business, but a cash reduction in the pre- 
mium provided for when the whole scheme-of premium payments 
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was worked out. There is nothing illegal or immoral in this 
practice if the insured knows what he is getting. 

In a somewhat similar case is the practice, sanctioned by the 
law of many of our states, of depositing with the state insurance 
commissioner securities equal to the reserve on some or all of a 
company’s policies, registering the policies, and carrying on the 
face of the policy a certificate to that effect over his seal and 
signature. If the company’s officials are not trustworthy, there 
may be some gain in the securities not being in their possession, 
but that is about the only gain from the practice. The uncritical 
purchaser often takes the seal and certificate as equivalent to a 
guarantee of the company and policy by the state, and all too 
often the agent selling the policy makes no effort to disabuse his 
mind, or may even gently insinuate the idea. In some cases the 
literature of companies has implied a state guarantee. This is 
misrepresentation. The laws permitting this practice have been 
passed to assist the development of local companies whoso invest- 
ments it is hoped will help build up the state. 

The laws of most states providing for registration require that 
if a company registers any of its policies it must register all, 
but they permit abandonment of registration at the option of the 
company. Deposits equal to the reserves on policies that haA^e 
been registered must be maintained as long as they remain in 
force. The statutes usually limit the type of securities that 
may be deposited more closely than they do the general invest- 
ments of the company. Hence, if a Aveak company has aban- 
doned registration, its best assets are apt to be found in such 
deposits. 

In the case of certain companies Avhich became insolvent during 
the depression of the thirties, the holders of registered policies 
were held to be preferred creditors. This imposed greater hard- 
ships on the holders of later issues, which were not registered, 
than would have been suffered had all been treated equally. The 
unfairness of their situation Avas enhanced because these policy- 
holders had not»*been informed of the existence of the preferred 
class. It would appear that the failure to disclose the existence 
of these priority rights was a concealment entitling the policy- 
holder to rescind his contract and demand his equitable rights. 
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The question was not raised, however, probably because under 
the circumstances the remedy was worthless. 

For these reasons the wisdom of legislation providing for 
registration is open to the gravest question. In several states 
the provisions for registration have been repealed as to future 
policies. 

Special Accident and Disability Benefits. — In a different class, 
though due to the same cause (keen competition), are the clauses 
often found in present-day policies giving a benefit if the insured 
shall become totally and permanently disabled, or giving addi- 
tional benefits if death occurs from certain accidental causes. 
These import into the policy a limited accident and health 
coverage, for which an extra premium is charged. 

The first named of these benefits for the insured is a desirable 
supplement to a life-insurance policy. It is intended as a benefit 
for total-and-pcrmanent disability, but the most liberal clauses 
now provide that total disability for 120 days will initiate pay- 
ment of the benefit. The benefit promised is usually waiver of 
premiums on the policy. Sometimes there is also a promise of 
a payment of per cent of its face value each month, without 
reduction of the amount payable at death, or requirement of 
repayment even though the insured recover. As real total-and- 
permanent disability is, in a sense, a living death, this is a natural 
extension of the policy which, by removing financial worries, has 
in many cases assisted in the recovery of victims of tuberculosis 
and other like diseases. 

Liberalizing court interpretations and adverse experience, 
particularly in the early stages of the depression, led to a general 
revision and restriction of disability clauses in 1932. There is 
now considerable diversity in the clauses used. Some companies 
offer only the waiver-of-premium benefit and require a 6-month 
rather than a 120-day waiting period. Others have continued 
the income benefit reduced from the former 1 per cent of the face 
to M per cent and have extended the waiting period to 6 months. 
Although formerly the benefit was granted for disability occuring 
before age sixty, now the limiting age is usually fifty-five years. 
If the benefit is granted to women at all, it is even more restricted. 
It is most unfortunate that the cupidity of some of the public has 
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prevented the companies from continuing to grant the more 
liberal benefit for real cases of permanent-and-total disability.^ 

The second type of accident benefit is usually a provision that ' 
double the face of the policy will be paid in the event of death 
from accidental causes. In some policies there is a clause 
tripling the benefit in event of death from a limited number of 
special types of accident, e.g., automobile accidents. The 
required extra premium charge is small and uniform at most 
ages. The inclusion of such a benefit is optional with the insured. 

It appeals to the imagination and is often an attractive selling 
point. It is not open to the criticism applicable to coupon 
dividends and registered policies. If it leads to the sale of more 
life insurance, it probably serves a useful purpose even though 
the logic of its inclusion in a life policy is debatable. It seems 
likely, however, to divert the attention of the head of a family 
from his duty to provide adequately for the future welfare of 
his dependents and to help salve his conscience for a less adequate 
provision because a chance is given that it may become redundant 
if he dies from a particular cause. 

Industrial Life Insurance. — C-ertain life-insurance companies, 
in addition to issuing the types of policies discussed, issue policies 
of small face value on which the premhim is payable weekly and 
is collected at the door by the agent of the company. The insiir- 
ance is intended to provide the industrial classes Avith funds for 
funeral expenses, and policies may be issued to all members of the 
family, including children. The policy forms are similar but 
much simpler than those in use for larger amounts. The pre- 
mium is the unit, the face being adjusted to it according to the 
age of the insured. They are issued in premium units of 5 and 
10 cents per week.* 

Fraternal Insurance. — Many fraternal orders insure the lives 
of their members.® In former years this insurance was on an 
unsound basis and, although the orders furnished cheap protec- 
tion while they lasted, their inevitable failure caused much 

® For fuller discussion of this matter see J. B. Maclean, “Life Insurance," 
6th ed.. Chap. XIV. 

* For an extended treatment of industrial life insurance see, Malvin E. 
Davis, “Industrial life Insurance in the United States," 

* See pp. 286-287, 



LIFE-INSURANCE AND ANNUITY CONTRACTS 187 


disappointment and suffering. In recent years, efforts have been 
made with considerable success to save the fraternal system by 
subjecting it to wise control and by gradually putting it on a 
sound foundation. The fraternal contract is evidenced by ^he 
membership certificate, but the real contract includes the by-laws 
in which its essence usually is to be found. It will be impossible 
here adequately to treat this form of insurance. The prospective 
member should examine the by-laws with care and be sure of 
full understanding of all their provisions, in addition to investi- 
gating the financial position of the order. 

Most of the substantial fraternal orders now operate on an 
actuarial-reserve basis and have largely changed their earlier 
contracts to conform to that basis. In place of the earlier simple 
form of membership certificate, they now issue policies with 
nonforfeiture values and with most other provisions contained 
in commercial life-insurance policies. They cannot legally avoid 
the inclusion somewhei'c of authorization of additional contribu- 
tions from members in event they are necessary to meet their 
obligations, but this is not conspicuous in the policy. Except for 
such a provision, the policies issued by fraternals arc practically 
identical with those discussed earlier in this chapter. 

Although the fraternal-life-insurance contract has been 
characterized by fratemalists as an “open contract,” meaning 
that the premium is not fixed even when the order is operating 
on a reseiwe basis, and advantages were claimed when some 
commercial life-insurance companies failed during the depression, 
those orders on an actuarial-reserve basis do not stress the 
possibility of additional premiums being called for. 

Group Life Insurance. — As a phase of their personnel work 
many employers have in recent years provided life insurance for 
their employees. This is usually provided under a 1-year-renew- 
able-term policy in the name of the employer, with provision for 
the issuance of certificates to the several employees, the insurance 
being payable to .a beneficiary named by the employee. The 
premium is paid by the employer, though he may by agreement 
with his employees pay only a part himself and collect the rest 
from them. The employer also decides what benefits are to 
be paid, usually varying them with the length of service of the 
employee. Most of the companies writing group insurance are 
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licensed in New York, and their policies conform to the law of 
that state, which is typical of most others. The law requires 
the following standard provisions: 

1. An incontestable clause, which does not differ from that 
required in ordinary-life-insurance policies. 

2. A provision that the rights of the policyholder or of any 
insured or beneficiary shall not be affected by any provisions other 
than one contained in the policy or the riders or endorsements 
thereon or in amendments thereto signed by the policyholder and 
the insurer, or in the copy of the policyholder’s application 
attached to the policy or in the individual applications, if any, 
submitted in connection therewith. 

3. A provision for a suitable adjustment in event of misstate- 
ment of age. 

4. A provision that the company will issue to the employer, 
for delivery to the employee, an individual certificate setting 
forth a statement as to the insurance protection to which he is 
entitled and to whom it is payable, and the rights to which he is 
entitled in accordance with the following two provisions. 

5. A provision that in case of termination of employment for 
any reason the employee shall be entitled to have issued to him 
by the company, without evidence of insurability, upon applica- 
tion made to the company within 31 days after such termination 
and upon the payment of the premium applicable to the class of 
risk to which he belongs and to the form and amount of the policy 
at his then attained age, a policy of life insurance only, in any one 
of the forms customarily issued by the company, except term 
insurance, in an amount equal to the amount of his protection 
under the group-insurance policy at the time of such termination, 
and that, if he dies within such 31-day period and before any 
such individual policy has become effective, the amount of 
insurance for which he was entitled to make application shall be 
payable as a death benefit. 

6. A provision that, if the employer or the company shall 
terminate the j^olicy, then every employee who has then been 
insured under the policy for at least 6 years shall be entitled, 
upon the termination of his insurance protection under the policy, 
to the same benefits upon the same conditions and limitations as 
those provided in the foregoing paragraph for an employee 
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whose employment is terminated, except that the policy may 
provide that the amount of such converted life insurance shall 
in no event exceed the lesser of (a) the amount of such employee’s 
life-insurance protection under the group policy at the date of the 
cessation of such insurance protection less any amount of life 
insurance for which he may be or may become eligible under any 
group policy issued or reinstated by the same or another insurer 
within 31 days after the date of such cessation or (&) $2,000. 

7. A provision that all new employees eligible for insurance, 
and belonging to the same class as those insured under the 
policy, will be added on the same terms. 

Group insurance, introduced about 1910, has had a rapid 
groAvth, and there are now over 25 billion dollars of such insur- 
ance in force. Most of this is on a contributory basis, the 
employee usually paying 60 cents per month per $1,000, regard- 
less of his age, and the employer the balance of the premium. 
Although the insurance is on the 1-year-term plan and the 
premium rate for an individual employee increases each year, 
the increase in total cost to the employer is relatively small, as 
the age composition of his staff does not change rapidly. His 
contribution is, of course, greater for the older than the younger 
employees, but the contributions of the youngest are little more 
than the cost of his own insurance. Owing to economies in 
administration the cost is very low — usually about 1 per cent per 
year of the total amount insured. 

Although the age composition of a staff of employees does not 
change rapidly, as labor turnover diminishes the average age 
tends to increase. To the extent that the turnover diminishes 
after the introduction of a group-life-insurance plan the employer 
may expect his net contribution to the cost to increase. If, as is 
sometimes the case, retired employees are continued in the group, 
the employer’s cost increases more rapidly. There is generally 
a tendency to slow increase as the plan matures. 

Group insurance has given protection, to large numbers of 
beneficiaries who would otherwise probably have been left in 
distress. It is significant that, even in the depth of depression, 
the total amount of group insurance in force fell only about 10 per 
cent and by 1935 had passed the predepression level. But it is 
unfortunate that it is not permanent in character. Few employ- 
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ees convert to permanent plans when they leave a firm providing 
them with group insurance. 

Group Annuities. — Many firms of the type that carry group 
life insurance for their employees also make provision for retire- 
ment incomes. For various reasons private pension plans have 
not proved satisfactory, and the life-insurance companies have 
offered group annuity contracts to take their place. The first 
such contract in the present form was issued in 1921. The 
general plan is similar to group life insurance in that a master 
contract is issued to the employer and certificates are issued to the 
individual employees. 

The problem of accumulating a fund for retirement is so 
different from that of providing a sum at death that the contracts 
are much more complex than the group-life-insurance contract. 
They must specify the age at retirement, usually sixty-five for 
men and sixty or sixty-five for women employees, the basis of the 
retirement income, usually 1 or 2 per cent of the employee’s 
salary for each year he contributes, his rights on leaving employ- 
ment before retirement age, and many other matters. Often the 
insurance company and employer prepare a booklet descriptive 
of the plan to be distributed among the employees. Though 
these plans follow similar general lines, there is considerable 
variation in details.^ At the present time over 100 million 
dollars annually is being paid in premiums on such contracts. 
The coming into effect of the retirement annuity provisions of the 
Social Security Act caused considerable modification of these 
plans to make them supplementary to the provisions of the act. 

Fitting the Policy to the Risk. — It is well to close this chapter 
by again emphasizing the desirability of selecting the particular 
form of contract best suited to the individual needs of the 
prospective policyholder. The most successful agents spend 
much time and effort on this high service to the insured and the 
community. If the insured has taken the right policy, he wiU 
more certainly maintain it to completion, and the loss to the 
community as \fdl as individual which comes from lapses and 
surrenders ■will be saved. So to adapt the policy to individual 
needs requires a careful study of the prospect’s income and 

* For fuller treatment, see J. B. Maclean, op. cit., pp. 391-397 and Birchard 
E. Wyatt, “Private Group Retirement Plans.” 



LIFE-INSURANCE AND ANNUITY CONTRACTS 191 


obligations, and a program looking several years in advance 
should be worked out. 


SUMMARY 

1. The risk covered by life insurance is essentially one of the 
occurrence of an event that must happen at some time. 

2. The writing of long-term contracts on an increasing risk 
involves a considerable investment element. 

3. The consequent form of contract is essentially different 
from other insurance contracts. It varies according to the rela- 
tive importance of the investment clement. 

4. Forms are not fully standardized, but certain provisions 
are requiicd. Competition has tended to develop a broad, 
liberal contract. 

5. The consideration for the contract includes a written 
application as well as the premium. 

6. The contract is continuous and is not cancelable by the 
company, but it may be discontinued by the insured through 
nonpayment of premium. 

7. The benefit is payable to a beneficiary named in the 
policy, but the insured may change the beneficiary from time 
to time at his option, unless by making a designation irrevocable 
he has given up his right. 

8. A number of options are granted as to the manner of 
payment of the proceeds of the policy when it becomes a claim. 

9. The contract is incontestable by the company, after a 
fixed time limit, except for nonpayment of premiums. 

10. Liberal surrender options covering the equity of the 
insured are allowed in the event of lapse. 

11. All possible encouragement is given for maintenance of 
the contract in force to maturity by a liberal grace period and 
right of reinstatement. 

12. If the insurance is participating, the contract gives certain 
options as to the use of dividends. 

13. In recent years, it has become customary to add certain 
disability and accidental-death benefits, the former of which 
materially add to the service of the insurance. 

14. Industrial-life-insurance contracts do not differ in essence 
from ordinary policies in common use, though simpler in some 
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respects. These contracts are designed to furnish the working 
classes wth provision for funeral expense, at a premium rate 
they can pay. 

15. Fraternal-insurance contracts are mainly expressed in the 
by-laws of the order which, in any individual case, should be 
carefully scrutinized. 

16. Group life insurance furnishes coverage to a group of 
employees of a single employer under a 1-year-rcnewable-term 
policy, for which he pays all or a major part of the premium. 

17. In the case of individual life insurance, it is highly impor- 
tant that the contract fit closely the circumstances and needs of 
the insured. 

18. Annuity contracts providing life incomes to their holders 
are issued by life-insurance companies. They may be purchased 
by a single premium or by a series of annual premiums paid up to 
the retirement age. 

19. Group-annuity contracts are issued to employers to provide 
retirement plans for their employees. 
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CHAPTER XI 


DISABaiTY (ACCIDENT-AND-HEALTH) INSURANCE 

CONTRACTS 

Accident-and-health-insurance policies provide benefits pay- 
able in case of accidental death or injury of the insured or of 
disability due to disease. The similarity of the subject matter in 
these two kinds of insurance is such that they are naturally 
associated. The accidental-death cover also overlaps in part the 
coverage of life insurance, and many life-insurance companies 
have departments conducting these kinds of business. Indeed, 
as indicated in Chap. X, many life-insurance policies contain 
disability benefits. With minor exceptions accident-and-health 
benefits are payable regardle.ss of whether the insured has suffered 
financial loss, though underwriters aim to keep the amount of 
benefits within the limits of probable financial loss. ■ 

Since it is difficult, if not impossible, to prove objectively the 
precise time of recovery from many illnesses, and also difficult 
to prove that illness in a suspicious case is feigned, the companies 
have found the moral hazard in the health-insurance business 
serious, and the business has not, in general, been profitable. 
They have, therefore, made every effort to increase their accident 
business but have made little effort to write health insurance, 
except special sickness-expense insurance. In general, health 
insurance is written only in conjunction with accident insurance, 
but accident insurance is written freely on a variety of forms to 
meet the Avishes of prospective buyers. 

Evolution of the Accident Policy. — The first commercial 
accident-insurance -contracts in the United States (about 1850) 
were limited to railway accidents defined as “happening to a 
train whilst in motion.” They were issued in the form of tickets 
covering specific journeys. Later, the policies were broadened 
to cover accidents from any cause, and tickets are still sold 
through railroad ticket offices covering for short terms coincident 
with the probable length of the journey. 
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Along with the broadening of the contract to cover accident 
from any cause came a broadening of the sale. Policies were 
designed not merely for travelers during their journey, but for 
full-time coverage of various classes of people. Most of the 
insurance in force at the present time is under policies of this class. 
The keen competition in the accident-insurance business has led 
to the introduction of many clauses providing specific benefits 
presumably highly valuable to the insured. In some of these 
the value is more apparent than real, e.g., the provision doubling 
or trebling the indemnity if the injury is caused in a certain way, 
as while a passenger on a steam- or electric-railroad conveyance. 
Such provisions came to be knowTi as “frills.” Despite efforts to 
eliminate them in recent years, many of them still remain in the 
policies. Since the advent of the automobile and particularly its 
wide popularity and the increase in its accident toll, new limited 
forms have made their appearance covering only accidental 
injuries received in connection with automobiles. 

Application a Part of the Contract. — Formerly, it was not 
customary to require the insured to sign an application for a 
disability policy, but to issue the policy with a schedule of 
warranties attached reciting that these warranties were made a 
part of the policy and accepted by the insured. In 1910 and 
1911, examination of a number of companies disclosed grave 
abuses in the settlement of claims by some of them,^ particularly 
under limited policies issued on a small monthly-premium basis 
to members of the industrial classes. These abuses were based 
partly on policy provisions and partly on the method of issue 
with attached warranties. Prior to these disclosures there were 
no statutory prescriptions as to policy forms, but following them 
most of the states enacted laws requiring certain standard 
provisions and prohibiting Certain others. These laws were 
recommended by the National Convention (now Association) of 
Insurance Commissioners, the informal organization of state 
officials charged.with supervision of insurance, and are therefore 
substantially uniform throughout the states adopting them. 
One provision of these statutes requires that, for any statement or 
purported statement of the insured to be used in defense of a 

* See Proceedings of the National Convention of Insurance Commissioners, 
42nd Session, Vol. II (1911). 
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claim, it must be contained in a written or printed application, 
and a copy of that application must be attached to the policy. 
Accident-and-health policies are now issued on a signed applica- 
tion which is made a part of the contract, a copy being attached 
to the policy. Except in the case of the normmcelahle accident- 
and-health policy, medical examination is not required, and the 
application merely consists in a statement of facts by the insured 
in response to certain inquiries. The inquiries differ with the 
type of policy and are more extensive in the case of health 
insurance than purely accident insurance. 

Different Forms for Different Classes of Instured. — ^The risk 
of personal injury to an electric lineman is much greater than to a 
bank clerk or similar worker and, although some of this difference 
may be recognized and provided for in the rate, it would not be 
feasible to issue to the former a policy form containing as exten- 
sive benefits as would be desired by the latter. Consequently, 
the more hazardous the occupation, the more restricted the form 
used by the insurer, though all forms must comply with the 
statutes. The policy analyzed below is a combination accident- 
and-health policy, issued only to those in the less hazardous type 
of occupations. Other types of policies differ mainly in the 
extent of the risks assumed and the size of the indemnity offered. 

Parties to the Contract. — The parties to the contract are the 
company and the insured, though the benefits payable on the 
accidental death of the insured are payable to the beneficiary 
named in the application. The beneficiary is not, however, 
given any further interest in the policy, nor is the beneficiary’s 
consent required to an assignment or change of beneficiary. The 
insured is identified by occupation as well as by name, and the 
class in which the occupation is placed by the company is also 
given for purpose of adjustment in accordance with the policy 
terms, if occupation is misstated. 

Consideration.— The consideration is the premium and the 
application. 

Risk Transferred. — ^By its terms, a typical policy insures for 
the term stated: 

. . . against loss caused: (1) directly and exclusively by bodily injury 
sustained, solely and independently of all other causes, through acci- 
dental means; or (2) by any sickness necessitating treatment by a 
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licensed physician and beginning subsequent to 15 days from noon of 
the date of this policy. ‘ 

This latter limitation is inserted in the absence of a medical exam- 
ination to protect the company from claims due to incipient 
diseases, known to the insured at the time of application but 
not yet developed, and from claims due to infection from exposure 
prior to application. Were there no such clause, the companies 
would find it necessary to insist on a medical examination in all 
cases, in order to protect themselves against an adverse selection 
which would give them only the worst risks. 

Benefits Payable. — The policy names a principal sum which 
is payable in event of accidental death, and a weekly indemnity 
which is payable during total disability. This makes the con- 
tract, like the life-insurance policy, a valued policy. The reason 
for this is the same as for making a life-insurance policy valued, 
the inability to place a precise monetary value on human life 
or soundness of body. Although it is tnie that, among the indus- 
trial classes, it is possible to make a close estimate of actual earn- 
ings, it is difficult in the mercantile and professional classes, and it 
simplifies claim procedxire to make the policy valued. This 
imposes on the company the necessity of seeing that the amount 
of total indemnity carried by the insured is not too great con- 
sidering his living standards, else the policy may become a 
possible source of profit and a moral hazard be created. 

There are usually two categories under which the indemnities 
under accident policies and the accident part of accident-and- 
health policies are set forth: (1) loss of life, limb, or sight and (2) 
loss of time. This latter is subdivided into total disability, or 
entire loss of time, and partial disability, or partial loss of time. 

Under the section devoted to loss of life, limb, or sight, there 
is usually a schedule of indemnities, expressed either in terms 
of principal sum or weekly indemnity, and payable for each type 
of dismemberment. Typical of such schedules is the following 
taken from an fiecident-and-health policy of a leading company: 

Loss of life The principal sum 

Loss of both hands by complete severance at or above 

the wrists 300 weeks 


^ Quoted from the insuring clause of the policy of a leading company. 
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Loss of both feet by complete severance at or above the 

ankles 300 weeks 

Loss of one hand and one foot by complete severance at 

or above wrist and ankle 300 weeks 

Loss of entire sight of both eyes if irrecoverably lost 300 weeks 

Loss of entire sight of one eye if irrecoverably lost and of 

one hand at or above the wrist 300 weeks 

Loss of entire sight of one eye if irrecoverably lost and of 

one foot at or above the ankle 300 weeks 

Loss of either arm by complete severance at or above the 

elbow 180 weeks 

Ijoss of either leg by complete severance at or above the 

knee 180 weeks 

Loss of either hand by complete severance at or above 

the wrist 150 weeks 

Loss of either foot by complete severance at or above 

the ankle 150 weeks 

Loss of entire sight of one eye if irrecoverably lost 100 weeks 

IjOss of thumb and index finger by complete severance at 

or above the metacarpo-phalangeal joints 75 weeks 


Payment will be made for only one of the losses specified in this section on 
account of injuries resulting from one accident and such payment shall 
terminate this policy. 

The practice being to maintain a fixed ratio of 5 to 1,000 between 
weekly indemnity and principal sum, it makes no practical 
difference which unit is used as a basis for the indemnity.^ 
To come under this section, loss of limb or sight must be due 
directly to an accident and occur within a fixed time after the 
accident. Sometimes the indemnity in the schedule is the 
exclusive indemnity for the accident. 

In the highest priced policies there is payable weekly indemnity 
for total disability between the date of the accident and the loss 
in addition to the specific indemnities. The schedule is not 
cumulative and, if two or more injuries named in the schedule 
are incurred in the same accident, indemnity will .be paid only 

‘ Competition, for a time, changed this relation. By 1929 it was common 
for the accident policy to provide $1,500 for accidental death for each $5 of 
weekly indemnity, but adverse experience during the. depression and the 
increased fatality rate from automobile accidents have caused a general 
revision of forms and tended to restore the old relation. See Habt, Ward 
VanBuben, “Recent Developments in Commercial Accident and Health 
Insurance,” Proceedings of the Casually Actuarial Society, Vol. XXI, pp. 
291-302. 
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for the most serious. Payment for any injuries in the schedule 
terminates the policy. Under the cheaper and more restricted 
policies there are no alternatives to the schedule; under the higher 
priced policies, the insured is given the option, in the case of the 
more serious dismemberments, to be exercised within 90 days of the 
loss, of receiving in lieu of this indemnity in a lump sum the spe- 
cific weekly indemnity for total disability so long as he lives and 
continues to be totally disabled. 

The essential requirement in defining the risk transferred 
under the second category of indemnities is a clear and unmis- 
takable definition of total loss of time (or total disability) and 
partial loss of time (or partial disability) and if, as in the more 
complete policies, different degrees of partial loss are to be 
recognized, also a clear-cut definition of the several degrees. 
The definition of an injury causing total disability is such an 
injury as “shall immediately, continuously, and totally disable 
and prevent the insured from performing any and every kind 
of duty pertaining to his occupation,” or words substantially 
similar. Different degrees of partial disability are recognized 
as inability to perform at least one-half of the work essential to 
the duties pertaining to his occupation and inability to perform 
one or more important daily duties. 

The indemnity for total disability under the most complete 
policies is limited only by the duration of disability,^ but the 
period during which indemnity for partial disability is payable 
is strictly limited in all forms. 

The doubling feature in event of injuries from certain causes 
is a frill which it has not been possible to discard. This feature 
with a varying list of causes is found in nearly all accident 
policies. Examination of the causes of accidents that will 
entitle the insured to double indemnity will disclose that these 
events are so spectacular in their nature as generally to be given 
considerable publicity, but they are of comparatively rare 
occurrence. * • 

Whether freezing, asphyxiation, blood poisoning, and hydro- 

‘ Recently there has been a tendency to limit the indemnity for inabUity 
to perform the duties of his occupation to a period of 52 .weeks but continue 
the indemnity beyond that time if he is unable to perform the duties of any 
occupation. Ihid., p. 292. 
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phobia are accidents within the meaning of an accident-insurance 
policy, and Avhether indemnity is therefore payable for loss 
resulting from them, is a question about which there has been 
much dispute in the past. Modem policies attempt to settle 
this by provision in the policy. The usual provision is that these 
injuries, if of accidental origin, are within the coverage of the 
policy. 

Corresponding to the option of the insured to take the disa- 
bility indemnity in lieu of the specific indemnity for loss of 
limbs or sight, there is often an optional single-payment benefit 
in lieu of the disability benefit for the more common types of 
dislocations and fractures. The option, however, must be 
exercised within a very restricted time limit, otherwise it would 
be used to the disadvantage of the company, those whose cases 
indicated a more prompt than average recovery choosing the 
lump sum (which corresponds approximately to the average 
indemnity payable under the disability feature), while those 
whose recovery could not be predicted within such a limited 
time would take the benefits under the disability provisions. 
Even under close restrictions, such optional provisions generally 
are found to be exercised to the disadvantage of the company. 

Accident policies do not generally provide medical treatment, 
but it is sometimes provided that, if no other benefit is claimed, 
medical expense will be paid up to the limit of the indemnity 
for one week’s disability. Under some policies, however, 
surgical benefits, in amounts varying with the type of operation, 
and set forth in a schedule in the policy, are paid by the company 
in addition to all other benefits. An additional indemnity for 
necessary hospital or nursing e.xpenso, limited in amount of both 
weekly benefit and time, is sometimes also given. Another addi- 
tional cost assumed under many policies is the expense of com- 
municating with, and placing the insured in the care of, friends or 
relatives. Although these appear to be additional benefits to the 
insured, it is well to remember that, in cases of serious injury, 
the duration of disability is usually materially cut down by 
prompt and adequate medical and surgical attention. 

The indemnity furnished under the health policy is for dis- 
ability from sickness contracted during the term of the policy. 
Total disability is defined as under the accident policy. Indem- 
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nity is usually limited to a period of 52 weeks. Sometimes an 
additional period is covered. For example, under one form in 
common use, if blindness or paralysis results, an additional sum 
is paid at the end of the 62 weeks, to make the total equal the 
indemnity for 100 weeks’ disability. The surgical- and hospital- 
expense benefits previously referred to under the accident clauses 
are also usually granted under health policies, and under the 
sickness disability provisions of combined health-and-accident 
policies. 

The increasing tendency to use hospital facilities for the care 
of the sick and injured has made the prospective hospital bill an 
important cause of woi-ry to the victim. Moreover, the persons 
whose occupations arc in the classes to which liberal accident-and- 
health policies are offered are usually salaried workers whose 
salaries go on, at least for a time, in event of disability. Hence 
their need is for hospital-expense indemnity rather than indem- 
nity for lost time. Since the disability policy is valued and the 
benefit is payable regardless of the insured’s other income, it often 
provides the funds for this hospital expense. But there has been 
an increasing demand for a hospital-expense policy, and the 
companies are meeting it in two ways. Some companies have 
replaced the specific hospital benefits by a provision that the 
company will reimburse the insured for the amount actually 
expended by him for such services, not exceeding specified limits. 
Other companies are issuing policies without death benefit or loss- 
of-time benefit but providing hospital-expense indemnity with 
or without specific dismemberment benefits. These policies are 
not valued policies, except for the specific dismemberment 
benefits, but are strict contracts of indemnity. There has been 
some effort to contract to provide the services rather than 
indemnity for their cost. This could probably be done more 
cheaply but is generally prohibited by laws forbidding corporate 
practice of medicine. 

Schedule Policies. — To meet the demand of insureds desiring a 
simpler accident policy without some of the elaborate benefits of 
the usual commercial policy, a few companies have recently intro- 
duced a form commonly called a “schedule policy,” which sets up 
the benefit provisions above described in separate numbered 
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sections. Its insuring clause contains the following typical 
provision: 


The insurance afforded is only with respect to such and so many of the 
coverages as are indicated by a specific amount or the word "covered" set 
opposite thereto : 


Sec- 

tion 

Coverage 

Amount of 
coverage 

1 

Loss of life 

Principal sum 

$ 

2 

Dismemberment and loss of sight 

Capital sum 

$ 

3 

Total disability 

Weekly indemnity 

% 

4 

Partial disability 

Weekly indemnity 

$ 

5 

Specific indemnity 



6 

Double indemnity 



7 

Full medical indemnity 


$ 

8 

Specified medical indemnity 



9 

Identification 


$100 


This is a very flexible policy and permits the insured to select 
and pay for only such benefits as he feels fits his case. Thus, if he 
has adequate life insurance, he may consider a death benefit 
under an accident policy undesirable. He may regard double 
indemnity as a mere frill. He need not take either and does not 
have to pay for what he does not want. This seems to be a step 
in the right direction and may, in time, lead to the discarding of 
provisions which, on critical analysis, seem of more value as talk- 
ing points for a glib salesman than as solid protection to the 
policyholder. 

Excluded Risks. — Certain risks are definitely excluded from 
the scope of all accident policies. These exclusions, if the risk 
is apparently Avithin the scope of general provisions, are required 
by the standard-provision statute to be printed in bold-faced 
type. 

The most common exclusions under accident policies are 

1, Suicide or attempt thereat whether the insured is sane or insane, 

2. Injuries 

a. Received while engaged in aerial navigation. 

b. Caused by war or act of war. 
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e. Caused by ptomaines or by bacterial infection (except pyogenic 
infections occurring simultaneously with and through an accidental 
cut or wound). 

d. Caused by sickness of any kind. 

Health policies also exclude sickness 

1. Contracted prior to the date of the policy. 

2. Suffered while the insured is entitled to indemnity for accidental 
injuries. 

3. Suffered outside the limits of the United States, t^anada, or Europe. 

4. Suffered while engaged in military or naval service in time of war. 

Limited Contracts. — Although these descriptions of the risk 
assumed by the company under the common or “commercial” 
accident-and-health-insurance policies are based upon forms 
actually offered, the reader is warned that many limited forms 
are on the market and that he should not expect such broad 
coverage in all cases. The exact extent of the risk assumed 
under any such policy can be determined only by a careful 
reading of the policy itself. State laws usually require a brief 
description at the head and on the filing back of all policies, but 
these cannot be relied upon to give an exact understanding of 
the risks covered. Much difficulty has arisen through popular 
misunderstanding of forms and the failure to realize the limited 
scope of policies purchased. Far more complaints to the state 
authorities concern claims under accident-and-health policies 
than perhaps any other type of insurance, complaints generally 
arising from failure to realize the limited coverage granted under 
the policy. As examples of limited policies, one form maj' be 
noted which differs from the company’s most comprehensive 
accident-and-health policy only by the insertion in the sickness- 
indemnity clause, after the words “period of such total dis- 
ability,” the words “beginning with the fifteenth day thereof.” 
The policy provides all the accident indemnity of the former 
policy but gives indemnity for sickness disability only after the 
first 2 weeks of disability, whatever its duration. The company 
in this case has bSfen veiy frank and honest, printing in large typ>e 
at the head of the policy, “this policy does not cover the first 2 
weeks of any period of sickness disability.” All policies are not 
so pMnly labeled. The same company issues another form of 
policy which insures 
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. . . against loss caused directly and exclusively by bodily injuries 
sustained, solely and independently of all other causes, through acci- 
dental means, as follows: (a) While operating, riding in, demonstrating, 
adjusting or cranking an automobile; (6) In consequence of the explo- 
sion or burning of an automobile; (c) In consequence of suffocation by 
carbon monoxide gas from the exhaust of an automobile; (d) In con- 
sequence of being struck, run down or run over by an automobile while 
walking on or across any public highway. 

The company properly notes in large type and red ink at the 
head of this policy, “This policy is limited to automobile acci- 
dents only," which should make clear to any purchaser the 
limited character of his policy. But the writer has seen forms 
as closely or more closely limited whose labels conveyed no 
such clear warning. 

A particularly confusing type of limited policy is that offered 
in connection with newspaper subscriptions. The publicity 
describing it is usually couched in such general terms as to lead 
the reader to believe that it furnishes reasonably complete cover- 
age, though a comparsion of the premium charged with those 
quoted on standard policies should rouse some suspicion as to its 
probable incompleteness. This suspicion will be confirmed by an 
inspection of the policy. The restriction of the coverage com- 
pensates for the cheap rate. 

The statutes of the states that have adopted the standard- 
provisions law require that policy forms be approved by the 
insurance commissioner, but he cannot prohibit the issuance of 
a limited policy if it complies \vith the law, though he may and 
usually does endeavor to see that it is properly labeled. 

Statutory Standard Provisions. — The third group of essential 
policy provisions in the standard analysis adopted for this book 
is that relating to procedure for loss settlement. The statutory 
standard provisions having arisen out of the discovery of abuse 
in loss settlement, it is natural they should pertain primarily 
to this subject. There are 15 such provisions required, and 
the use of 5 others is optional. The form prescribed for several 
of them is quoted in the statute in three different ways, one each 
for use in accident policies, in health policies, and in combined 
accident-and-health policies. The provisions are set forth in the 
statute in the precise form and wording in which they must 
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appear. In the following summary the sense only of the provi- 
sions is stated in condensed form. The following are the required 
provisions with brief comments on their origin: 

1. That the policy and its endorsements and attached papers 
constitute the entire contract. The company may use a form 
which provides for prorating the claim in accordance with the 
company’s published manual of rates and classifications if the 
insured is injured after changing his occupation to a more 
hazardous occupation or while doing any act or thing pertaining 
to any such occupation. It is, however, distinctly provided 
that accidents due to recreation or ordinary duties about the 
insured’s home are not to be regarded as due to a more hazardous 
occupation. 

An adjustment of this kind is proper where the hazard has 
been really increased, but recreational and home-duty hazards 
are part of the ordinary risk under the policy. Abuse in prorating 
such claims by some unscrupulous claim men, dealing with 
ignorant claimants, was the cause of this requirement. 

2. That no statement of the insured not included in the policy 
and attached documents may be used to avoid the policy. 
Alteration of the contract by agents is prohibited, such alterations 
being valid only when approved in writing by an executive 
officer.^ 

3. That acceptance of a premium by an authorized agent 
reinstates a lapsed policy from the date of acceptance. 

This is of particular importance in the case of annual policies 
with premiums payable in instalments. Prior to the requirement 
of this provision, some policies were issued providing that 
reinstatement did not take place until the payment reached the 
head office, placing on the insured the burden of delay or neglect 
of the company’s agent. 

4. 'I'hat written notice of an accidental injury must be given 
within 20 days of its occurrence, and of disability from sickness 
within 10 days of ifs'commencement. 

The company is entitled to reasonably prompt notice to 
permit a proper investigation of the validity of the claim. 

^ Some states also provide in another section of the law that, in the absence 
of fraud, all statements purporting to be made by the insured are to be con- 
strued as representations and not as warranties. 
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6. That such notice, given on behalf of the insured or bene- 
ficiary to the company at a designated office, or to any authorized 
agent with particulars sufficient to indentify the insured, is 
sufficient notice, and that failure to give the notice within the 
time limits set shall not invalidate the claim, if it is shown to have 
been impossible to do so, and that notice was given as soon as 
reasonably possible. 

6. That the company shall, upon receipt of the notice, fur- 
nish blanks for making full claim and, failing to do so for 16 days, 
the insured will be deemed to have complied with the require- 
ments of the policy on submitting his own written proofs of claim 
within the time limit set in the policy. 

7. That affirmative proof of loss must be filed within 90 days 
after the loss, or after the termination of the period of disability 
for which the company is liable. 

8. That the company shall have the right and opportunity to 
examine the person of the insured at all reasonable times during 
the pendency of the claim and, unless prohibited by law, to make 
an autopsy in the case of death. 

9. That all indemnities other than on account of disability 
will be paid within a named interval after receipt of due proof. 

10. That accrued indemnity for disability (subject to due 
proof of loss) shall be paid at specified intervals during the 
continuance of the disability, and the balance, if any, at the 
termination of disability, immediately on receipt of due proof. 

11. That indemnity for loss of life of the insured is payable to 
the beneficiary if living, otherwise to the insured’s estate, any 
other indemnity being payable to the insured. 

12. That, if the insured changes his occupation to one classified, 
by the company as less hazardous than that named in the policy, 
the company will, on request, cancel the policy and refund the 
unearned premium. 

The statute does not specify the basis of determining the 
unearned premium, but the absence of any reference to a short- 
rate table leaves the implication that it shall be pro rata. This 
is but a reasonable correlative of the right of the company to 
prorate claims if the insured changes to a more hazardous 
occupation. 

13. That the consent of the beneficiary is not requisite to any 
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surrender, assignment, change of beneficiary, or other change in 
the policy. 

If there were not such a provision, doubts as to the legality of 
such transactions might arise, since the beneficiary’s interest in 
such a policy is considered a “vested” interest, though, even 
without such a provision, not always indefeasible. In some 
jurisdictions the latter proposition is not always admitted. 
Hence, the defeasibility is definitely provided for in the contract. 

14. That legal action to enforce a claim may not be brought 
within 60 days after proof of loss has been filed, nor after more 
than 2 years after the expiration of the time within which proof 
must be filed. 

The former limitation is necessary to give the company a 
reasonable time to examine the proofs and, if the case appears 
suspicious, to make adequate investigation. The latter is 
desirable to enable the company to know that at some time it 
can definitely close its files and drop a case. Fairly proving the 
facts on either side after such a lapse of time would be difficult, 
if not impossible. 

15. That the time limits of the state in which the insured 
resides shall be substituted for those in the policy if the former 
are more liberal. 

The following provisions need not be inserted in the policy, 
but if they are, the statute specifies the language of the provision. 
In their absence the company waives the right or limitation 
expressed. The insurer may use such of these provisions as it 
chooses. These are called in the statutes optional standard 
provisions: 

1. Cancellation by the company. If the right is reserved to the 
company to cancel at mil, it must do so by written notice 
delivered to the insured or mailed to his last address as shown by 
the records of the company, together with cash or the insurer’s 
check for the unearned premium, pro rata. Cancellation is with- 
out prejudice to V'claim originating prior to such notice. No 
specified number of days’ notice is required, as under the fire and 
some other policies. 

2. Contribution of several policies. There is no provision for 
apportioning a loss between several companies unless the insured 
failed to disclose to one or more the existence of the other insur- 
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ance. In that case the company from which the insurance 
was concealed may prorate the claim and pay that proportion 
of it which the insurance under its policy bears to the total 
insurance. But in that case it must refund the excess portion 
of the premium it received. 

3. Limitation of benefits. Each company sets limits to the 
liability it is Avilling to assume on an individual risk of any class, 
and it usually takes precautions in issuing its policies to keep 
within those limits, looking up any other policies that it may have 
outstanding on the risk. But some companies wish to specify in 
their policies the maximum limit they will cover on the risk as a 
safeguard against the error of a clerk or agent. This they are 
permitted to do but the provision covering it must specify that all 
premiums paid for the excess insurance will be refunded. 

4. Offsetting claims. If the insurer wishes to reserve the right 
to deduct from any claim the amount of any premium due and 
unpaid, or any unpaid note or order given for a premium, it must 
provide for it in the language specified in the law. 

5. Age limits. Most companies decline to accept risks on 
persons under a certain minimum age or over a certain maximum. 
This they may specify in the policy, but again the provision must 
guarantee the refund of the premium paid for insurance that 
extends beyond those ages. 

Industrial Policies. — A large volume of biisiness is done among 
railroad and other industrial employees on a monthly-premium 
or installment-premium basis. Often the premiums are paid by 
an order on the paymaster of the employing road or corporation. 
These policies are lower in price than most policies offered the 
mercantile and professional classes, and correspondingly more 
limited in scope and benefits. There is also a large industrial 
business done among the poorer classes in the South, particularly 
Negroes. These limitations, in view, of the less-educated class 
concerned, are causes of much misunderstanding, the prescription 
of the standard provisions only partly relieving the situation. 

Noncancelable Policies. — The policies heretofore considered 
have been yearly-term policies, with no clause giving the insured 
the right to continue beyond the original term, and usually 
reserving to the company the right to cancel during the contract 
term. Tho latter right is not often exercised but, usually, when a 
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risk under an accident or health policy becomes in any way 
impaired, the company declines to renew. This leaves the 
former insured without protection, when his need is most acute. 

This situation has led to a demand for a form of accident-and- 
health-insurance policy under which the company does not 
reserve the right of cancellation and the insured is guaranteed 
the right of renewal until the close of the noimal period of active 
business life at age sixty or sixty-five. This demand has been met 
by some of the companies, principally those doing a life-insurance 
business as well as accident-and-health insurance. 

In addition to the lack of cancellation clause and the fixed 
right of renewal, such policies are characterized by the absence, 
in most cases, of the death and specific indemnity benefits, the 
important benefit being the weekly indemnity for disability 
which, in the earlier forms, was payable for life if the total dis- 
ability lasted so long. Since the number of disabilities of short 
duration are vastly more numerous than those of more serious 
character, the cost can be greatly reduced if these are excluded 
from the coverage, and still more so if the early part of any dis- 
ability is not subject to indemnity. As most persons can finance 
themselves over such a period, the noncancelable policies are 
usually offered with a waiting period. The most popular waiting 
period is 90 days. 

Noncancelable disability policies with a fixed rate of benefit 
for loss of time have been looked upon skeptically by many 
underwriters as likely to create a moral hazard since, if the 
insured’s earning power declines, he may be able to collect more 
for his loss of time than he could earn at his business. He may 
resist the temptation to self-disablement, but the incentive to 
recovery from any disablement is certainly weakened. Experi- 
ence, particularly during the recent depression, has confirmed this 
fear, ^he companies have sustained severe losses. Many have 
abandoned this tyjjie of coverage. Nearly all the others have 
carefully revised the' forms. The tendency has been to reduce 
the age to which renewal is permissible, to eliminate or greatly 
restrict the provision for partial disability, and to give the policy 
more the nature of an indemnity contract by the use of a pro- 
rating clause, reducing the indemnity, if the total insurance 
carried by the insured provides more than a fixed percentage 
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(usually 100 per cent) of his average earnings during a specified 
period preceding his disablement. Most of the companies still 
writing such policies have, furthermore, abandoned the provision 
for continuing payment of the loss-of-time benefit for the remain- 
der of life and have limited the period to a fixed term of years or 
limited the aggregate amount that may be claimed. 

Some companies issue a disability policy that does not con- 
tain a clause giving the company the right to cancel on giving 
notice in a prescribed form, though the company gives the insured 
no right of renewal and, indeed, reserves the right to refuse to 
renew. Such contracts are frequently designated as “non- 
cancelable.” Since the contract is for a year’s term and the 
company cannot cancel within that term, perhaps- some defense 
may be made for this labeling. The defense, however, at best 
appears to be based on a hair-splitting technicality. The desig- 
nation may well mislead the buyer to believe that he has a policy 
that he may renew at will. It is difficult to believe that the 
deception is not intended. 

Group Insurance. — In the development of the interest of 
employers in the welfare of their workers, there has gro^vn up a 
field for group accident-and-health insurance of the employees 
of a single employer. This insurance is written under -a master 
policy, which constitutes a contract with the employer, who pays 
the premium, certificates being given to the individual employees. 
As in the case of the noncancelable policy, the important benefit 
is the disability benefit covering nonoccupational accidents* and 
sickness disability. The standard provisions are not required, 
and an effort is made to simplify the contract as much as possible. 
Its most important provisions are those specifying the premium 
basis and method of payment, identifying the persons covered, 
and defining the disabilities for which indemnity is furnished. 

Hospitalization Insurance. — Workmen’s compensation laws* 
require that the injured employee be furnished medical and hospi- 
tal care, which casualty-insurance carriers writing this insurance 
provide, making their own arrangements with doctors and hospi- 
tals. It is a natural step from this to group and even indi- 
vidual insurance furnishing medical and hospital service in case 

* For treatment of occupational accidents, see Chap. XIH. 

* See Chap. XIII. 
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of accident or sickness. One or two companies undertook it. 
There were also some not very reputable companies organized 
especially for this purpose. In a test case taken to the United 
States Supreme Court it was held that, when the company 
attempted to provide the medical service rather than merely 
paying the cost, it Avas practicing medicine which, in most if not 
all states, is in violation of law.^ Since this decision the carriers 
have generally confined their medical and hospitalization cover- 
age to provision for expense reimbursement. A number of 
carriers, however, offer policies agreeing to provide necessary 
hospitalization. The policies are similar in their general terms 
to other disability-insurance contracts. They vary in the type 
and duration of accommodation offered and the extent of the 
associated X-ray, laboratory tests, and similar services offered, 
the premium varying correspondingly. 

Blue Cross. — Beginning early in the thirties some hospitals 
offered hospital care on a monthly prepayment (essentially 
insurance) basis. As this proved popular, groups of hospitals in 
the same community tended to offer the service. As the move- 
ment grew, the American Hospital Association took cognizance 
of it and set up in 1937 a Commission on Hospital service 
through which it has set up standards for nonprofit hospital 
service plans and recommended and sponsered laws providing for 
them. Those plans conforming to its standards are authorized to 
use as their emblem a blue cross with the seal of the American 
Hospital Association in its center. The plans are operated by 
nonprofit corporations organized in accordance with the law of 
the state of domicile. There are now nearly 90 such corporations 
extending across the country and covering about 19 million 
persons. 

Each corporation is legally and financially independent, but 
they are closely allied and have perfected interrelations so 
that they may provide for their members when traveling. 
Although they issue group contracts mainly, some offer individual 
contracts also. The group contracts are negotiated through the 
employer who may pay part of the cost and in apy event collects 

^Pacific Health Corp. v. California ex rel State Medical Examiners, 306 
U. S. 633 (1938) per curiam denial of appeal from decision of California 
Supreme Court (12 Cal. (2nd) 156 (1938)]. 
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the employees’ premiums through pay-roll deduction, remitting 
to the corporation in monthly totals. Both under group and 
individual contracts, hospital benefits may be provided for the 
spouse and minor children of the individual insured. The con- 
tracts are rather simply expressed and specify the type of 
accommodations (usually small-ward service) provided and the 
number of days for which they are furnished. Usually, if a 
longer stay is necessary, there is provision for a reduction from 
the standard rate charged the public for similar accommodations. 
There are some exclusions, e.g., injuries covered under workmen’s 
compensation laws, contagious cases, which usually must be 
placed in quarantine, hospitalization covering operations for 
conditions existing at the date of insurance, etc. The contracts 
vary somewhat between the different associations. ‘ 

The corporation makes contracts with the hospitals that it 
approves in its locality, and the insured has his choice among 
them. Since an epidemic or a disaster might so crowd the hospi- 
tals that accommodations could not be procured, the insurance 
contract excuses the association in that event and provides for 
refund premium. The system is so young that it is still in the 
development stage, and it is probable the contracts Avill not 
reach a set standard form for several years. Some of the associa- 
tions have experienced considerable adverse selection in writing 
individual contracts; hence, the specialization on group coverage. 
As ways may be found to avoid the adverse selection, individual 
contracts may again be more freely offered. The system seems 
to occupy somewhat intermediate ground between commercial 
private insurance and social insurance.* 

SUMMARY 

1. There are four principal types of accident-and-health 
policies: 

a. Commercial. 

h. Noncancelable. 

c. Group. 

d. Hospitalization. 

^ The corporation is usually designated as an association, but the titles 
vary. 

VSee Chap. XXIX. 
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2. The largest volume of business is written under the group 
and group hospitalization forms. 

3. Commercial accident-and-health policies are usually issued 
for annual terms and are cancelable at the option of the insurer. 

4. Commercial accident-and-health policies are not standard- 
ized, and there is on the market a great variety of forms mth 
varying coverage and limitations. 

5. The laws of most of the states prescribe provisions for 
use in such policies, and usually require approval of forms by the 
insurance commissioner before they may be used. 

6. Notwithstanding the precautions taken, there is much 
misunderstanding of these contracts by the insured, and no 
little friction in loss adjustment. 

7. Noncancelablc accident-and-health policies are intended 
primarily to furnish indemnity, in the form of income, for 
disability protracted beyond the term for which the disabled can 
usually finance himself, and are subject to a waiting period. 
They do not usually contain elaborate benefit schedules. 

8. Group accident-and-health insurance contracts are nego- 
tiated between the insurer and an employer for the benefit of 
his employees. They usually provide only disability indemnity 
and define disability in simple terms. 

9. Hospitalization contracts provide for hospital services for 
sickness and accidental injury not covered by a workmen’s com- 
pensation law. They may cover all members of a family. 

• 10. The largest volume of hospitalization insurance is furnished 
by nonprofit corporations afiiliated with the American Hospital 
Association, known as “Blue Cross” associations. 
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CHAPTER XII 

LIABILITY-INSURANCE CONTRACTS 

All the insurance contracts heretofore considered have covered 
the possibility of loss due to physical risk to which either the 
insured’s person or property is exposed. Liability-insurance 
policies do not cover such a risk but cover a risk of financial loss 
due to occurrence of damage, actual or alleged, to the person 
or property of someone other than the insured, for which the 
insured is, or is claimed to be, legally liable to respond in damages. 
The liability insurances, together with the closely' associated 
coverage of workmen’s compensation,^ are therefore frequently 
called "third-party insurance.” The most important of the 
liability-insurance lines is that covering the liability of automobile 
operators and owners. But this is not the only line of insurance 
associated with the automobile. And the automobile has become 
so important a part of our present-day life that it has seemed best 
to include a special chapter on automobile insurance.* 

Fundamentals of the Law of Negligence. — Since the need for 
liability insurance arises out of the responsibility of individuals 
for injuries to others, it is desirable briefly to note the fundar 
mentals of the law under which such liability arises. The law of 
negligence is a branch of the common law and consists of a set 
of rules for determining the legal liability of one person for 
injuries unintentionally caused to another through the neglect of 
some care or duty. It rests on the old principle that each person 
must so conduct his affairs that another is not caused to suffer 
unjustly. Negligence in its legal meaning consists in 

1. A legal duty to use care. 

2.. A failure to exercise such care. 

3. The lack of distinct intention to produce the precise damage, 
if any, which actually follows.* 

‘See Chap. XIII. 

* The special characteristics of automobile-liability-insurance contracts 
will be discussed in Chap. XV. 

‘ Sheahmau and Redfibld on the law of negligence, §3. 
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With this negligence, in order to sustain a civil action, there 
must concur 

1. Damage to the plaintiff. 

2. A natural and continuous sequence, uninterruptedly con- 
necting the breach of duty with the damage, as cause and effect.* 

The plaintiff in such an action must himself be free from any 
negligence that may have contributed to the injury, the slightest 
degree of contributory negligence defeating his claim.* On the 
other hand, a person is responsible not alone for his own acts, but 
also for the acts of his employees and servants that occur during, 
and arise out of, their employment. This is particularly true 
where direction of their manner and method of work is exercised. 
Where such direction is not retained, but a contract is made 
for certain work to be performed by the contractor in such man- 
ner as he may deem best, his negligence will not ordinarily be 
imputed to the person for whom he performs the work but, 
should he fail to meet a claim for damages, the claim may, on 
various theories, be presented against the beneficiary of his 
contract. Even though there may be no legal liability, defense 
of such a claim is necessary. 

It should be emphasized that one is not responsible for all 
injuries inflicted by instrumentalities under one’s general control. 
Proof of legal negligence is essential. A person is not responsible 
for pure accidents, i.e., Acts of God, like a stroke of lightning, 
nor for the consequences of action in emergencies where there is 
not time to decide a better course. The above brief statement is a 
summary of the law of negligence as it operates between strangers. 
As between employer and employee this law has been consider- 
ably modified and made less favorable to the employee. 

Employers* Liability. — A line of precedents was established, 
beginning about one hundred years ago, abrogating the principle 
of agen«y just cited (the responsibility of a person for the con- 
sequences of acts of ills enaployees) in its application to claims of 

‘7Wd., §6. 

* In some jurisdictions this harsh doctrine has been modified to one of 
comparative negligence under which contributory negligence does not defeat 
the claim but is to be considered by the jury in fixing damages. Even in 
the jurisdictions where the doctrine of contributory negligence has not been 
changed there is an increasing tendency to overlook very slight negligence 
on the part of the injured if the negligence of the other party is great. 
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employees for injury due to acts of fellow servants (employees). 
On the ground that employees generally know their fellow serv- 
ants better than the master knows his workers and could and 
should decline to work with careless fellow workers, it was held 
that it was unfair and unjust to charge the master with respon- 
sibility for injuries done by fellow servants. The injured should 
present his claim against his fellow servant. This was the felUm- 
servant rule and was followed even when the fellow servant was a 
foreman, though later a counterdoctrine of superior servant was 
developed to hold the master liable when the injury was caused 
by the act of one in the latter class. 

In England and most, if not all, of the states statutory employ- 
ers’ liability laws were passed, in general requiring the employer 
to provide safe conditions of work, but these were in considerable 
part nullified, first by low standards of reasonableness in con- 
sidering whether the conditions were reasonably safe and, second, 
by the judicial doctrine of assumption of risk. This doctrine held 
that the employee, in consideration of the desire for employment, 
rate of wages, or other interest, assumed the obvious risk of his 
employment. Under this doctrine employees were in some cases 
denied damages even when working conditions were in violation 
of specific safety statutes if the condition causing was obvious 
and not hidden; e.g., in one case where the machine was not 
equipped, as the law required, with a means of shifting the driving 
belt to an idling pulley to stop the machine for cleaning. 

These doctrines, with the harsh doctrine of contributory 
negligence, gave the injured employee a very limited chance to 
enforce a claim against his employer. Happily the law of negli- 
gence has now been replaced as to most employments by the 
more modem principle of workmen’s compensation' but, to 
those employees not covered by workmen’s compensation laws, 
the law of employers’ liability still applies though often with 
liberalizing modifications. 

Liability Insurance Not Contrary to Public Policy. — On first 
consideration it would appear that such legal liability would 
tend to promote care and that the mitigation of its burden would 
be contrary to public policy as tending to reduce that care. This 
contention has been before the courts, but they have declined 

‘ See Chap. XIII. 
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to press the rule of public policy so far. They have pointed 
out that these contracts do not absolve the negligent party from 
his direct liability to the injured, and that it is no concern of the 
public what collateral contracts for indemnity may have been 
made. This view has been taken in a long line of decisions with- 
out dissent. 1 It has also been held that there is a proper insura- 
ble interest to sustain such a contract,^ and of this there is little 
room for doubt. 

Development of Liability Insurance. — Liability insurance is a 
relatively new line. Beginning in England in 1880, it was at 
first confined to the coverage of liability of employers for injuries 
to their workers — employers^ liability insurance. For many 
years only this form of liability insurance was written, but 
gradually manufacturers and other business people began to 
realize the need of protection against their liability to the public 
arising out of their various operations, which exposed the public 
to risk of injury. With the development of industry, this type of 
coverage has been in increasing demand, and an expanding line 
of policy forms has been developed to meet it. The modem 
tendency is to relieve the insured of worry and risk by consolidat- 
ing the coverages under one form, so far as possible. There are, 
however, at present in use the following 13 types of direct liability 
coverages, and 3 types of contingent coverages which cover the 
possible liability in cases where another is likely to be primarily 
liable: 

Direct Liability Coverages: 

1. Manufacturers^ Bodilij-injury-liahility and Property-damage-liability 
Insurance. — Issued to manufacturers of every description. 

2. Contractors^ Bodily-injvry-liabiUiy and Property-damageMabiliiy Insur- 
ance, — Issued to general contractors, building contractors, telegraph and 
telephone, electric light and power, and mining companies, and to other 
persons, fiims, or corporations conducting operations which are not confined 
to manufacturing premises. 

‘ 3. Owner s\ Landlords ^and Tenants^ Bodily-injury-Uability and Property- 

damage-liability Insurance {Also known as General Public-liability and 
Property-damage-liability Insurance ^), — Issued to owners or lessees of 
premises which are not used for manufacturing purposes, such as stores, 
office buildings, hospitals, restaurants, hotels, schools, and certain places of 
amusement and public resort. 

1 See Vance, W. R., '^Handbook of the Law of Insurance,” p. 605. 

2 Ibid,, p. 605. 
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4. Teams^ Bodily’^injury-liability and Proycrty-dawagcAiahilUy Insurance. 
Issued to those who maintain, use, and operate ])icycles, hand trucks, push- 
carts, draught animals and vehicles, as, for example, laundry and towel 
supply companies, lumber dealers, newspaper delivery companies, and 
truckmen. 

5. Elevator BodilyAnjury-liahility and Froj)criy‘-damagc-liahiliiy Insur- 
ance, — Issued to those who maintain, use, and operate hoisting devices such 
as passenger and freight elevators and escalators. 

6. Theater Bodily-injury-liahiliiy and Proyerty-damage-liahility Insur- 
ance. — Issued to owners and lessees of places of amusement, such as theaters, 
motion-picture houses, opera houses, airdromes, halls or auditoriums used 
for theatricals, concerts, or for the showing of motion pictures. 

7. Sports Public Bodily-injury and Property-damage4iability Insurance . — 
Issued to sportsmen of all kinds, such as baseball, basketball, football, 
hockey, polo, and tennis plaj^ers. Special forms are available for golfers. 

8. Residence and Farm Bodily-injury-liability and Property-daniagc- 
liability Insurance. — Issued to owners and lessees of residences, farms, and 
private estates. 

9. Comprehensive Personal-liability Insurance. — Issued to individuals 
and covering the insured and members of his family residing with him with 
respect to premises, not used for business, and personal activities other than 
motoring and some similar activities, e.g.y use of water craft of certain size — 
a somewhat broadened combination of 7 and 8 above. 

10. Comprehensive General-liability Insurance. — Issued to business enter- 
prises. Includes as required coverages:^ owners^ landlords^ and tenants^, 
elevator, manufacturers^ and contractors^, owners^ and contractors’ pro- 
tective, * teams, and comprehensive* bodily-injury liability. Optionally 
it may include contractual and product liability, and property-damage 
liability for all conditions for which bodily injury is covered. 

11. Product Public Bodily-injury and Property-damage-liability Insurance. 
Issued to manufacturers and distributors of commodities of various kinds, 
such as bakestuffs, canned goods, chewing gum, drugs, and gasoline. 

12. Druggists^ Physicians^ Surgeons^ DcrUists\ and Hospital Bodily- 
injury-liability Insurance. — Issued to professionel men, such as physicians, ‘ 
surgeons, and druggists, and to owners and lessees of drugstores and hos- 
pitals. Because of the nature of the obligation insured, no provision is 
made for property-damage liability insurance. 

13. Contractual Bodily-injury-liability and Property-damage-liability Insur- 
ance. — Issued to persons who assume the liability of others by contract, 
as, for example, where a manufacturer guarantees to hold the railroad com- 
pany harmless for accidents occurring on a spur track which has been placed 

^ Exclusion of one or more is permitted if special circumstances indicate 
it is proper to do so. 

* See p. 218. 

* Applies to undisclosed or newly arising hazards for which there would be 
no coverage under the specific forms noted. 
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on his property for his own convenience, or, where a contractor installing a 
signal system in a subway in which trains are moving assumes liability for 
all accidents to members of the public which may be attributed directly 
or indirectly to his operations, and in addition agrees not to hold the subway 
company responsible for any accidents to his own employees which may 
result from the operation of the subway. 

Contingent Liability Coverage: 

1. Contractors^ Protective Bodily-injury-liahility and Property-damage- 
liability Insurance . — Issued to contractors to provide protection against the 
contingent liability, resulting from claims for damages arising out of oper- 
ations conducted by subcontractors. 

2. Owners^ Protective Bodily-injury4iability and Property-damage-liahility 
Insurance . — Issued to owners of buildings in the course of construction to 
provide for the contingent liability resulting from claims for damages aris- 
ing out of operations conducted by independent contractors and their 
subcontractors. 

3. Landlords^ Protective Bodily^injury-liability and Property-damage-^ 
liability Insurance . — Issued to the owner or general lessee of a building who 
has leased the entire building to another, to provide for the contingent 
liability arising out of the maintenance, use, and operation of the building. 
This coverage is available only where the lessee of the building controls the 
elevators, operates the same, furnishes power, and has charge and control 
of the premises except for such repair and maintenance work as the policy- 
holder may be forced to undertake for the preservation of his property. 

The several types of coverage, except the comprehensive forms, 
are mutually exclusive, though the indemnity offered is essen- 
tially the same. The differences are due to (1) differences in 
circumstances and probable causes of injuries or (2) differences in 
conditions relating to premium payment. 

Liability policies are not standarized by statute nor are they 
subject to approval of state authorities, but as the result of 
evolution under competitive conditions they have become 
largely uniform and standardized. 

It will not be necessary to examine in detail each of these 
forms. The comprehensive generaUliahility policy may serve as a 
type for study. 

Declarations. — A written application is not usually required for 
liability insurance, but there is attached to the policy a schedule 
of declarations which, by the acceptance of the policy, is made a 
part thereof. These declarations are prepared from data 
submitted by the insured or his representative and identify 
the insured, the location where hie work ie carried on, , its extent 
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and character, and other important facts bearing on the risk. 
They are not designated as warranties, and their status will, 
therefore, be that of representations.' Under the modern relaxa- 
tion of the doctrine of warranties in most branches of insurance, 
there would probably be little practical difference, if they were 
designated as warranties. 

Parties to the Contract. — The parties to the contract are the 
insurance carrier and the named insured, but if the named 
insured is a partnei’ship, the individual liability of each partner 
is covered while he is acting within the scope of his duties as 
such, in connection with the business operations of the partner- 
ship; if the named insured is a corporation, any director, execu- 
tive officer, or stockholder is also covered while acting, within the 
scope of his duties as such. The persons Avhose injuries form 
the basis of the contract are, in general, in no way parties to 
the contract and are not bound by its terms, as are the bene- 
ficiaries under a life- or accident-insurance contract. The con- 
tract is solely a contract for the benefit of the insured and for his 
indemnification when subject to the loss covered by policy. 
The injured person has no direct right of action against the com- 
pany. The policy does provide that any person (or his legal 
representative) who has secured a judgment against the insured 
or a written agreement with the insured and the carrier for pay- 
ment shall be entitled to recover under the terms of the policy in 
the same manner and to the same extent as the insured. But it 
contains a further provision, “ Nothing contained in this policy 
shall give any person or organization any right to join the Com- 
pany as a codefendant in any action against the Insured to 
determine the Insured’s liability.”* If the insured became 
bankrupt and therefore paid nothing the carrier under a strict 
contract of indemnity for the insured would not sustain any 
liability. The policy provides, “ Bankruptcy or insolvency of the 
Insured or the Insured’s estate shall not relieve the company of 
any of its obligations hereunder.” This does not, in general, 
give the injured the right to prosecute his claim against the com- 

^ See p. 56 . 

* The reason for this provision is the tendency of a jury to enhance the 
amount of the verdict when it knows that an insurance company rather 
than the individual defendant will pay the award. 



220 


INSURANCE 


party except as it may be given by the general provision noted 
above. In some states the statutes require that in event of 
bankruptcy of an insured under a liability policy, holders of final 
judgments for liability covered by the policy shall be entitled 
to make claim against the carrier. Editions of the policy for use 
in such states contain a provision to that effect. 

Risk Transferred. — ^The insurance carrier obligates itself to do 
four things in behalf of the insured which, stated in order of their 
occurrence, rather than the order stated in the policy, are 

1. To pay for such immediate surgical relief as is imperative 
at the time of the accident. ‘ 

Common decency and sometimes also statutory provisions 
require the uninjured party at the time of the accident to see that 
the injured receives suitable first aid, and the furnishing of this 
is not considered an assumption of responsibility. More 
elaborate care might be so construed, and for this the company 
furnishes no indemnity. Indeed, if the insured does so assume 
responsibility he forfeits his rights under the policy with respect 
to that accident. 

2. To investigate cases of death or bodily injury covered under 
the policy, to negotiate for settlement of claims on account of 
such cases, and to defend suits even though groundless. 

3. To pay on behalf of the insured all sums* which the insured 
shall become obligated to pay by reason of the liability imposed on 
him by laAV or assumed by him' under contract,® for damages, 
including damages for care and loss of service, because of bodily 
injury, sickness, or disease, including death at any time resulting 
therefrom, sustained by any person or persons and caused by 
accident.^ If the policy covers property-damage as well as 
bodily-injury liability, there is an additional promisory clause 

1 Provi^on may be made for further care under the medical-payments 
clause, similar to that contained in automobile policies. See p. 268. 

* Up to the limits set flvthe policy. 

’ If contractual liability is covered under the policy and as defined therein. 

* By reason of the phrase “caused by accident” some claims arising from 
rendering or omission of professional service might not be covered. A 
supplementary endorsement would be necessary to cover the professional 
liability. 

By another provision of the policy, assault and battery, unless com- 
mitted by or at the direction of the insured, is deemed- to bo an accident. 
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identical Avith the above but substituting for the words “bodily 
injury, sickness, or disease” the words “damage to property.” 

4. To pay, in addition to the damages, all expenses of investi- 
gation and settlement, including costs assessed against the 
insured, premiums on bonds for release of attachment and on 
appeals in any defended suit, and interest on that part of any 
judgment that is not in excess of the limits set up in the policy. 

By this promise the risk of having to meet these expenses is 
transferred from the insured to the company. Independent of 
the saving in substituting the certainty of a fixed and relatively' 
small premium for the possibility of heavy losses, the insured 
gains because the company Is a specialist in such matters, and can 
usually act more economically than the insured. 

Not all accidents for which the insured may be liable to 
respond in damages are Avithin the scope of the policy, but only 
those specified in the policy. These specifications include a 
positive description of the class of accidents to be covered, and 
qualifying exceptions. It is at this point that the major differ- 
ences between the various forms of liability policies are found. 
The types of operations covered by the comprehensive general- 
liability policy are stated in the declarations or application.^ 
The policy lists exclusions as to bodily injury as follows:* 

1. Contractual liability not defined or set forth in the policy or endorse- 
ments. 

2. Liability for workmen’s compensation benefits, except those assumed 
indirectly under a covered contractual liability. 

3. Liability for injuries due to ownership, maintenance, or use, including 
loading and unloading, of 

o. Watercraft while away from the premises of the named insured. 
h. Automobiles while away from such premises or the ways imme- 
diately adjoining., 
c. Aircraft. 

From the property-damage-liability covered there are excluded 

1. Property owned, occupied, or used by, or rented to, the insured. 

2. Property in the care, custody, or control of the insured, except as to 
contractual liability covered under the policy. 

* In the form used on the Pacific coast the declarations merely indicate 
the limits for the bodily-injury cover and whether or not automobile prop- 
erty damage is covered, but an application and risk analysis is used in 
addition. 

* These are summarized, not stated in detail as in the policy. 
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3. Any goods or products manufactured, sold, or distributed on the 
premises. 

4. Damage by water from sources of loss that tnay be covered by a water- 
damage- or sprinkler-leakage-legal-liability policy.* 

Amount of Insurance. — The bodily-injury liability under the 
policy is limited to a maximum amount for the claim of any one 
person, and to a larger amount for any one accident, no matter 
how many persons may be involved. This is true of all bodily- 
injury-liability policies. The standard limits on which rates are 
quoted are $5,000 and $10,000, respectively (usually referred to as 
5/10 limits), but these may both be increased on payment of an 
increased premium. These limits refer to the amount payable 
to the claimants and do not include the amount the carrier 
has to pay for surgical aid or expenses. There is also a maximum 
limit set per accident for property-damage liability. In the 
comprehensive policy, there may also be an aggregate limit on 
each section for bodily injury and property damage separately. 

Existing Insurance. — The comprehensive policy is of recent 
introduction, and frequently when it is taken out there are 
existing policies covering some of the hazards included in it. If 
these are in the same carrier, they are usually canceled pro rata. 
If they are in other carriers, the comprehensive policy may be 
endorsed to exclude these hazards until the expiration dates of 
the several specific policies. If neither of these actions is taken, 
there might be overlapping coverage. To avoid this the policy 
provides that the insurance under it as respects such hazards 
shall be excess cover, i.e., the carrier shall not be liable except for 
the excess, if any, of the claim over the limit of the specific policy. 

Position of the Insured. — In order to assure that the carrier 
will not be used by its policyholder as a means of cheaply estab- 
lishing a reputation for liberality, the insured is forbidden to 
assume ^Voluntarily any liability or to incur any expense except for 
imperatively needed^ immediate surgical aid, or to settle any 
case except at his own cost. He may not interfere in the conduct 
of any case and must aid the company, at its expense, as requested 
in procuring evidence, witnesses, and conducting the case, which 
is done in the assured’s name. 

* This exclusion may be removed, as to property not in the care and cus- 
tody of the insured, by an endorsement. 
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Despite these stringent provisions the carriers are some- 
times the victims of collusion between the insured and the claim- 
ant. This is particularly true in cases where a guest passenger in 
an insured automobile is injured and brings suit against the host, 
which would not be done were he not insured. In one case 
kno\vn to the author, a mother took out guardianship papers over 
her daughter in order to sue the husband and father for damages 
on account of injuries sustained by the daughter while riding 
with him. The company was able to show the collusion in this 
case and successfully to deny liability. Whether it should be 
possible to procure insurance that would indemnify the injured 
in such a case is beside the point here, which is that the policy is 
intended to indemnify the insured only for the cost pf liability 
under the law for damages arising out of his accidents. 

Although, as indicated, the insured is forbidden under penalty 
of voidance of his policy to assume any liability, in the confusion 
attending an accident he frequently does so directly or by impli- 
cation. This is particularly true in connection with automobile 
accidents. The carriers recognize this frailty of human nature 
and frequently waive the voidance when they have no reason to 
suppose the act of the insured is in bad faith. The cautious 
policyholder should not rely upon the possible generosity of his 
insurer but carefully observe his obligation. 

Cases have arisen where the plaintiff has offered to settle for 
less than the policy limit, but the carrier, confident in its defense, 
has refused his offer. Later the case has been lost and the 
judgment has exceeded the policy limit. It might seem unj[ust 
for the earlier to be required to pay the insured only that limit 
and leave him to bear the excess since he could have settled for' 
the lesser amount, perhaps less than the excess, but under the 
policy terms he could not do so and claim reimbursement from 
his insurer, for that would be interference with the conduct of the 
case. The courts have generally held in such cases that the 
carrier may compel the insured to accept payment of the policy 
limit as the fulfillment of its obligation, if the carrier’s refusal of 
compromise was merely a mistake of judgment without evidence 
of negligence or bad faith. ‘ 

* Olympia FiMs Country Club v. Bankers Indemnity Insurance Co. (Appel- 
late Court of Illinoia), 60 N.E. (2d) 896 (1945). 
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The clause requiring the insured to subrogate the carrier to 
any right he may have to recovery against other parties is found 
in this, as in policies covering against other risks. Such a clause 
is practically always necessary in order that the policy may be a 
contract of indemnity and not a source of profit. 

In the same category is the clause providing that, if there is 
other insurance covering the same risk, the loss shall be borne 
pro rata.^ Of course, the rule of marine insurance that the first 
dated policy be first exhausted might be applied and avoid 
double recovery, but this prorata provision seems much fairer. 

Procedure in Loss Settlement. — In \’iew of the nature of the 
subject matter of the insurance, it is not necessary for the policy 
to specify, as in the fire-insurance policy, an elaborate and detailed 
procedure for loss settlement. There are, however, certain 
things which the insured must do to carry out his part of the 
contract. He must give notice as soon as practical of any acci- 
dent, with sufficient particulars to indentify the injured. He 
must also give notice with full particulars of any claim that may 
be made upon him on account of such accident and must imme- 
diately forward every summons or other process served in connec- 
tion with any suit that may be brought to enforce such a claim. 

Assignment of Interest. — As the personal element is an impor- 
tant part of the hazard under this policy, no assignment of 
interest is binding upon the carrier unless consented to by the 
carrier. 

Premium Computation. — The premium bases and rates for the 
hazards to which the policy applies are those applicable in accord- 
ance with the carrier’s rules, rates, rating plans, premiums, and 
minimum premiums. The hazards, the rate base, and the rates 
are specified either in the declarations or in the application. 

The policy is issued on the basis of a provisional premium, 
which may be revised if changes in insurance exposure arise 
during the policy The basis of premium for bodily-injury 

cover for manufacturing and contracting operations is the amount 
expended for pay roll during the policy period. This amoimt 
cannot be known in advance but is estimstted for the purpose of 
fixing the provisional premium. Upon the termination of the 
policy or at the end of each annual period, the earned premium is 

^ But see p. 222 in re special cases under the comprehensive policy. 
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computed on the basis of the actual expenditures, and the pre- 
mium is adjusted accordingly. The policy may be written for a 
1-year or a 3-year term. The rates for 3-year policies on certain 
hazards are less than three times the annual rate. This is not 
true for covers for which the rate is based on pay roll. 

Cancellation. — The policy is cancelable by either party on 
written notice stating when, not less than a fixed time (usually 5 
days) later, cancellation is to be effective. If notice is mailed, 
the time of mailing is the effective time of notice. On cancella- 
tion, the actual pay-roll expenditure for the time covered by the 
policy is ascertained and, if the cancellation is at request of 
the company, settlement is made by applying to that amount the 
rates named in the declarations. If the cancellation is at the 
request of the insured, the adjustment is on the basis of a higher 
short-rate table quoted in the policy. 

Notice of cancellation is to be served as may be required by law 
but, if no specific way is required, notice is to be mailed to the 
assured’s address as set forth in the declarations. 

Inspection. — As the condition of the insured’s premises and the 
manner of conducting his operations are the essential factors 
determining the risk, the company is given the right at reasonable 
times to inspect them. 


SUMMARY 

1. ' Liability insurance covers the defense of claims and suits 
for damages arising out of injuries to the person or property of 
others sustained in accidents for which it is claimed the insured is 
liable, and the payment up to certain limits of damages awarded. 

2. The policies generally provide two maximum limits: one 
for claim of one person and another for the total claims in a 
single accident. 

3. Liability insurance is a third-party coverage, since it arises 
out of loss or damage to persons other than the insured. 

4. The liability contract is one of indemnity to the insured 
only, but the insurer agrees to pay on his behalf damages for 
which he may become liable. 

6. There are many types of liability policies covering different 
classes of operations, but in other respects they are essentially 
alike. 



226 


INSURANCE 


6. Defense is conducted in the insured’s name, and he is bound 
to cooperate and assist. 

7. There are the usual clauses providing for subrogation and 
for prorating losses under several policies when found on the 
same risk, and for cancellation. 

8. The contract is personal and unassignable. 

9. There have recently been developed comprehensive liabil- 
ity policies which cover broadly all bodily-injury liability of the 
insured and which may also cover his property-damage liability. 
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CHAPTER XIII 


WORKMEN’S-COMPENSATION-INSURANCE 

CONTRACTS 

At one time, if a workman was injured while in the employ of 
another, he was obliged to bear the economic cost of his injury 
as well as the physical suffering, unless he coidd prosecute a 
successful claim against his employer for damages on the ground 
that the employer’s negligence was the cause of his injury. 
His opportunity to do so was much less than in the case of a total 
stranger, because of the peculiar development of the common 
law of negligence as applied to the relation of master and servant. 
Some relief was furnished by the passage of various statutory 
modifications of that law in the form of employers’ liability laws, 
but the employee was still at a severe disadvantage. 

Within the past 35 years all but one of the states of the United 
States have supplanted this method of dealing with work injuries 
by the system of workmen’s compensation, though in most states 
there is a considerable proportion of workers whom the act does 
not cover. Most European countries preceded the United 
States in this reform. The story of the hardships of the old 
system and the battle for the reform is interesting and instructive 
but is not within the scope of this book. It is sufficient to indi- 
cate what is meant by the principle of workmen’s compensation.^ 

Principle of Workmen’s Compensation. — Very brieffy stated, 
the principle of workmen’s compensation is that the economic 
loss to workmen, owing to work accidents, is a part of the cost of 
production of the goods on which the work was being done, 
and, as such, should be borne by the consumers of those goods in 
the same manner as the destruction and obsolescence of the 
machinery so used is presumed to be, by being included in the 
cost of production. In order to do this, the cost is first to be 

’ For further discussion see, inter alia, C. W. Hobbs, “Workmen’s Com- 
pensation Insurance’’; R. H. Blanchard, “Liability and Compensation 
Insurance’’; E. H. Downey, “Workmen’s Compensation.’’ 

227 



228 


INSURANCE 


assessed on the employer who produces and controls the market- 
ing of the goods. The practical application of this principle 
requires that the employer be made responsible for indemnity to 
the injured in all cases mthout the question of fault or negligence 
entering into the matter, though, in order not to remove from the 
employee all incentive to care, only partial indemnity is pro- 
vided. This system has the added social advantage of removing 
a large cause of litigation, freeing the courts of work which was 
seriously clogging their calendars and which was conducted at 
great social cost. 

It is inconceivable, even though the question of faxilt be 
removed from the case, that disputes mil not arise. Of course, 
only real work injuries come within the scope of the princi- 
ple, and it must be decided, in any case where it is not obvious, 
whether the injury for which indemnity is claimed is a real work 
injury.^ The indemnity should correspond to the injury, and 
there must be some way of determining disputes as to the nature 
of the injury and its degree. At first this was sometimes left 
to the courts, but court procedure is so cumbersome that an 
administrative commission is usually set up with the power and 
duty to decide such cases by a brief, simple, and summary 
procedure. 

Although it is perhaps not to be stated as a part of the principle 
of workmen’s compensation, it has been found socially desirable 
to make the indemnities payable in installments as are wages, and 
to protect, the employee against the possible insolvency of his 
employer while compensation payments are yet due, by requiring 
the employer to insure his liability in an authorized insurance 
carrier. 

WORKMEN’S COMPENSATION LAWS 

Geneml Terms of State Compensation Laws. — ^The com- 
pensation laws of niost states in the United States first define 
the employments subject to the law. This may be by enumer- 
ation of classes of industry, or by specifying that all except 

‘ A typical legal definition is “personal injury in the course of, and arising 
out of his occupation”; in several laws the words “by accident” follow the 
words “personal injury.” The latter phraseology excludes occupational 
disease. 



WORKMEN'S-COMPENSATION-INSURANCE CONTRACTS 229 

certain named ones are subject. In no state are all occupations 
brought under the law, usually because of the political pressure of 
some employing classes. The most common exceptions are agri- 
cultural, domestic, and casual labor, or labor not in the course 
of the employer’s business or occupation, or the employees of 
establishments not employing more than a specified number of 
persons. 

Owing to constitutional objections that have been raised to 
compulsory compensation laws, the laws of some states are 
theoretically optional both as to employers and employees, 
failure to choose usually being regarded as election to be subject 
to the provisions of the compensation act. Howeyer, as a part 
of the workmen’s compensation law, the employers’ liability 
laws have been amended in such a way that either an employer or 
an employee who rejects the terms of the compensation law is at a 
serious disadvantage. In the optional laws this appears early 
in the act. 

The act next provides a scale of indemnities for various tj'pes of 
injuries. There is great variety in the several laws in this respect, 
but all, or nearly all, conform to the following general scheme: 

1. Medical and Surgical Aid . — The employer or his insurer is 
required to furnish such medical and surgical aid and attention 
including medicines, appliances, and hospitalization as are neces- 
sary to cure and relieve the injured, subject, in some states, to 
maximum limits of time and cost. The supervising commission 
is the judge of what is necessary. 

2. Waiting Period . — In order to keep the cost down and dis- 
courage malingering over trivial injuries, there is usually a 
period of from 3 days to 2 weeks during which the injured receives 
no indemnity. This is known as a “waiting period.” If the 
period of disability is protracted, indemnity is, under many 
laws, payable for this period. A waiting period of 1 week or 
10 days, with a proviso that, if the disability continues beyond 
7 weeks, indemnity shall be payable from the date of injuiy 
is not uncommon. 

3. Faial Injury. — ^The employer or his insurer must pay the 
expenses of last illness and burial, usually not to exceed a fixed 
maximum limit. In addition to this, a weekly indemnity is 
payable to dependents in accordance with the degree of depend- 
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ency. The rate of compensation and its duration vary greatly 
from state to state. The indemnity for total dependency is 
usually the same percentage of wages as for temporary total 
disability (explained below), and the duration varies from a life 
pension to widows, and to children up to age eighteen; to a 
period as short as 5 years. In some states, however, the indem- 
nity is dependent on the number and relation of dependents, 
e.g., 30 per cent of wages to widow and 10 per cent to each 
child up to a total limit of 66% per cent of wages, with the 
proviso that, if there be no widow, 15 per cent is payable for each 
child. In cases of partial dependency, the rate of indemnity 
generally is proportional to the amount devoted by the injured 
to the dependents. 

4. Total Disability — Temporary. — Subject to the exclusion of 
the waiting period, temporary disability is compensated for by a 
weekly indemnity of a percentage (usually 60 or 66% per cent) 
oil the weekly wage at the time of injury, but subject to maximum 
and minimum limits. The maximum limit varies considerably, 
corresponding to a wage of 130 to $40 per week, while the 
minimum corresponds to about a $10 wage in most states. In 
the case of very young persons, the prospect of increase may 
usually be taken into account by the commission in fixing 
compensation. 

5. ToUd Disability — Permanent. — The rate of indemnity for 
permanent total disability is usually the same as for temporary 
disability. The limit of its duration ranges from a relatively 
short period, say 6 years, to life under the more liberal acts. 

6. Partial Disability — Temporary. — ^For temporary partial dis- 
ability, indemnity is usually provided at the same percentage of 
loss in earnings as is payable for total disability where the loss is 
the total wages. 

7. Partial Disability — Permanent. — ^The most common cases of 
permanent partial (Usability are those due to dismemberment. 
Most laws contain a schedule of specific indemnities in lieu of 
all others (or in lieu of all other indemnity except that for total 
disability during the healing period), covering the most common 
types. These schedules provide indemnity at the rate for total 
disability for a number of weeks for each specified dismem- 
berment, for example, under one such schedule, loss of sight 



WORKMEN'S-COMPENSATION-INSURANCE CONTRACTS 231 


of one eye is compensated for by 75 weeks’ indeinnity. Loss 
of use of a member is usually to be treated as loss of a member. 
Various rules are provided for handling the cases not set down 
in the schedule, and in one state (California), the commission 
is given authority to frame and change, from time to time, a 
schedule that shall take into account the nature of the injury 
and the age and occupation of the injured. 

8. Disfigurement . — In some states additional benefits are 
provided for such facial or other disfigurement as tends to 
handicap the injured in procuring employment. 

9. Occupational Disease . — Under some laws, disability due to 
sickness contracted in the course of the employment and arising 
out of it is compensable; under others, it is not. If compensable, 
the indemnities are as for the same type of disability as that due 
to accident. 

Industrial Commission. — ^There is usually provided a com- 
mission to administer the act, which may or may not have other 
duties, such as the administration of general labor laws. Pro- 
vision is made for the functioning of the commission and for the 
supervision of claim payment. Sometimes, the statute provides 
for notice of injury to employer and commission. Sometimes, 
it is left for the commission to lay down the rules in this respect. 
The statute usually lays down the rule for determining the wages 
on which the indemnity in any particular case is to be based. 

Insurance. — The employer is usually required to furnish 
evidence that he has insured against his liability under the act, 
or to meet such requirements as the commission prescribes 
for carrying his own risk. The commission is often given super- 
vision over the provisions in policies covering such risks, and only 
forms approved by the commission may be used. In some 
states, the commission is also given supervision over the rates and 
other underwriting practices of such insurance. In others 
this is delegated to the insurance commissioner. In a few 
states there is no supervision of this sort. 

In at least one state' the employer is released from his liability 
if he carries insurance even though his carrier becomes insolvent 

* California, which requires each carrier writing workmen’s compensation 
insurance to maintain a deposit with the state or furnish surety bonds to 
cover the amount of its unpaid losses computed on a severe standard. 
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and is unable to pay. In some other states insurance with the 
State Fund releases him but private insurance does not. In 
Arizona the State Fund must take over and pay the unpaid 
compensation liabilities of insolvent private carriers. The 
Industrial Commission of that state protects the Fund by requir- 
ing deposits or surety bonds from private carriers. In other 
states the employer must pay the compensation benefits due his 
employees if his carrier fails. It behooves an employer in such a 
state to see that his carrier is financially strong. 

It is possible that the employer whose insurer becomes insol- 
vent may also become insolvent. To avoid such contingencies 
New York, following the depression of the thirties, passed legis- 
lation requiring workmen’s compensation insurers to pay stated 
percentages of their premiums into funds in the hands of state 
authorities to take over the workmen’s compensation liabilities 
of insolvent carriers. There are separate funds for stock and 
mutual carriers. 

The above is not an outline of the compensation law of any 
one state, nor does it pretend to be exhaustive. There is given 
only so much as is necessary to understand an explanation of the 
policy of insurance covering the workmen’s compensation risk. 
The terms of compensation laws of most states are frequently 
amended,^ and the reader is warned to seek the latest statute if 
desiring to study the precise law in any state. No attempt will 
be made here to analyze critically either any one law or com- 
pensation laws in general. This has already been ably done by 
others.* 

THE CONTRACT 

Development of the Universal Standard Form. — ^Variation 
and change in the benefit schedules of the several states of itself 
impose^ difficulties on the insurance company doing business 
in many states. Variation in prescribed forms would add greatly 
to this, and variaSon in forms used in states where it is not 
necessary that an approved form be used would tend to create a 
competition in forms between companies, which might well be 

‘ Proposals to amend are presented at practically every session of every 
state legislature, though the vast majority fail of passage. 

* See Dowxby and others above cited. 
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made to obscure real differences in the merits of the competitors. 
For these reasons, certain company executives early started a 
movement for the development of a form which, with a minimum 
of change by endorsement, might be approved in all jurisdictions 
and used interchangeably. At first the goal seemed hopeless 
of achievement but, after much effort and conferences between 
committees representing insurance carriers and industrial com- 
missions, such a form was worked out. It is known as the 
Universal Standard Workmen’s Compensation and Employers’ 
Liability Policy and is in general use throughout the United 
States.^ 

Consideration. — The contract is based on a schedule of 
declarations which appears on the third page of the policy 
and is made a part of it. A signed application is not usually 
taken. It should be noted that workmen’s compensation 
insurance is real third-party insurance in the sense, not only 
that the event insured against must occur to a person other than 
the insured, but also that the insurance is for the benefit of that 
third party. The state is especially interested in the protection 
of the third party and will not permit an insurance contract 
in such a form that his interests may be jeopardized by the truth 
or falsity of the representation of the insured, his employer. 
Hence, these declarations are not made warranties. On the 
other hand, they serve as the basis of establishing and adjusting 
the premium for the policy, and identifying and underwriting 
of the risk. 

Parties to the Contract. — Nominally, there are two parties 
to the contract: the company and the insured employer designa- 
ted in the declarations. Actually, there are four parties inter- 
ested in the contract; the two additional parties are the employees 
collectively, and the commission which, in some states, has the 
right of veto of cancellation of the contract and in all has impor- 
tant rights of supervision of the carrying out of its terms. The 
rights of the employees are directly enforceable against the com- 
pany, either by the employees themselves or, where the law 
authorizes it, by the commission. 

Risk Transferred. — The company takes over two kindred 
classes of risks to which the insured is subject: (1) the obligations 

^ Not used in Massachusetts, Colorado, or Arizona. 
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employed, the chance of a verdict in excess of the usual limit 
is remote, and it was deemed much better to give a full-coverage 
policy. 

Claims under the employers’ liability coverage are very rare 
occurrences. 

Corresponding to the service of defending suits under the 
liability policy, the company takes over the investigation of 
accidents and all labor and expense attendant on the settlement 
of claims that may arise. 

As indicated earlier* it was recognized that a state endorsement 
would probably be necessary to adapt the policy to local laws and 
commission rules. In the passage of time state endorsements 
have become lengthy and complex, but the standard policy 
serves as the base except in a few states. 

Term . — The risk is taken over for a definite period beginning at 
12:01 A.M. on a date stated and terminating at the same hour on a 
date stated. This hour was chosen as the one when most plants 
are idle, and it means that the coverage begins Avith the start of 
work on the day named and closes with the close of operations on 
the day preceding the expiration date. A compensation policy 
is never written for a period longer than one year. 

Limitations . — Only two limitations on the coverage are stated: 

1. If the employer carries other insurance covering a claim 
under the policy, he cannot recover more from the company than 
that proportion of any claim which the insurance under it bears 
to the total instance. 

2. In the event of a payment, the company is, to the extent of 
the payment, subrogated to any rights of the employer or any 
claimant against others claimed to be responsible. 

The first provision is negligible in. practice because it is not 
customary to issue concurrent policies of workmen’s compensation 
insorance on the same risks. The confusion in loss settlements 
would be so great that the. practice would be impracticable j no 
matter how large the risk might be. ■ 

The second provision was probably thought necessary to pre- 
serve the company?s rights to subrogation, but most workmen’s 
compensation laws contain specific provisions covering actions 
in the case of accidents for which it is claimed parties other, than 

^ See p. 233. 
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the employer are responsible. Usually, the employee in such 
cases has the option of taking his indemnity under the compensa- 
tion law and giving a subrogation assignment of his rights against 
the tort-feasor, or of proceeding directly against him. In the 
former case, if the company recovers more than the compensation 
paid, it must pay the excess received to the injured employee 
after deducting no more than reasonable costs. 

Provisions Relating to Loss Settlement. — The compensation 
law, as indicated above, specifies the procedure by which an 
injured employee may establish his rights and, as the provisions 
of the compensation law are by the terms of the policy made an 
integral part of it, the procedme laid down in the law governs the 
settlement of losses under it. It is not necessary, therefore, for 
the policy to contain specific provisions for loss settlement as are 
required, for example, in the fire-insurance policy. 

The policy does, however, require the employer, upon the 
occurrence of an accident, to give immediate written notice to 
the company with the fullest information obtainable. He 
must give like notice with full particulars of any claim made and 
forward any papers served on him in any suit. In this respect the 
policy resembles the liability-insurance policy and, doubtless, 
if he failed to give notice in a case of action at common law, or 
under an employers’ liability act, his right to indemnity would 
be forfeited. But it would be quite contrary to the spirit and 
intent of the compensation laws so to permit an employer to 
deprive his employee of compensation. 

Consequently, though the policy provides that nothing else- 
where contained in it shall relieve the employer of this duty, it is 
also provided that, as between the employee and the company, 
notice to, or knowledge of, the insured employer of an injury or 
death covered by the policy, shall be notice to or knowledge of the 
company. Fiuliher, it is provided that, for the purposes of the 
workmen’s compensation act, jurisdiction over the employer 
shall be jurisdiction over the company (though its principal 
office may not be in that jurisdiction), and the company is boimd 
by judgments, awards, decrees, orders, or decisions rendered 
against the employer insured in the form and manner provided 
by the workmen’s compensation act. 

Although the failure of the employer to perform his proper obli- 
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gations under the policy cannot affect the rights of the injured 
employees, if such failme were willful and serious, he would 
undoubtedly find his insurance canceled with considerable 
promptness unless he reformed. He would be liable to reim- 
biurse the insurer, though the author knows of no case where such 
a claim has been made. 

Other Provisions. — ^As in the case of the liability policy, the 
precise risk assumed, or to be assumed, by the company cannot 
be told in advance, since it varies with the extent of the operations 
carried on. The measure of those operations is the pay-roll 
expenditure to which they give rise. This is estimated in 
advance, and the policy provides that the company shall have 
the right to examine and audit the books and records of the 
insured to determine the actual expenditure. Provision is made 
for adjustment by payment of the additional premium thereby 
indicated, if the actual pay roll exceeds the estimated, and for 
refund of the excess paid if the actual proves less than the esti- 
mated. In practice the estimated rarely, if ever, exceeds the 
actual. 

Cancellation. — Subject to the restrictions, if any, in the work- 
men’s compensation law on the rights of the insured or insurer 
to cancel existing insurance, the policy may be canceled by 
either party on written notice to the other stating when, not less 
than 10 days thereafter, the cancellation shall be effective. In 
event of cancellation, the pay roll must be audited as is provided 
for at the end of the policy term. If the cancellation is at the 
instance of the insurer, the adjustment is made by applying the 
rates named in the policy to the actual pay roll in each classifi- 
cation just as at expiration. But if the cancellation is at the 
instance of the insured, higher rates are applied to the pay roll 
corresponding to a short-rate table in the policy. 

Ifispection. — Since the physical condition in which the plant 
is kept, and thfe- morale and discipline maintained among the 
employees, vitally affect accident rates and the cost of accidents 
under the policy, it is important to the insurer to know that 
proper attention is given to these items. Therefore, the policy 
provides that the insurer shall be permitted at all reasonable 
times to inspect the plants, works, machinery, and appliances 
covered by the policy. 
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Not only is it a privilege of the insurer to inspect but, by 
another clause, it is its duty, for it promises to serve the employer 
by inspection of the workplaces covered by the policy, and there- 
upon to suggest to the insured such changes and improvements 
as may operate to reduce the number of severity of accidents 
during work. 

Since the carriers are desirous, both in their own interest and in 
that of the community, of reducing accidental imjuries to a 
minimum , they have developed skilled engineering departments 
specializing in accident prevention. An accident in a manufac- 
turing plant usually does considerable damage beside the injury 
to the worker involved. Almost always, material is spoiled, and 
sometimes machinery is damaged. The staff, too, is more or less 
disturbed for some time after the occurrence with reduced output 
and increased spoilage as a further consequence. Thus financial 
as well as humanitarian motives press upon the employer to 
prevent accidents, and the guidance of these skilled specialists is a 
valuable aid of which the more progressive employers are glad to 
avail themselves. It is, therefore, not a mere euphemism for the 
carriers to refer to inspections as a service to the employer. 
This is especially true since, under merit-rating plans, the gains 
from reduction in accidents tend to be refunded through 
rate reductions granted for physical improvements or better 
experience. 

Assignment. — Assignment of interest without the consent of 
the carrier is not permitted. ‘ The insurance under the policy 
is not of workmen in a particular place, but of the insured in 
respect to his obligations under the workmen’s compensation 
law. In this respect the contract is personal to the insured 
and, without the consent of the carrier, he cannot substitute 
another as insured. 

Alteration. — The policy specifies that only certain officers of 
the carrier may waive or alter any condition or provision of the 
policy. It goes further and provides that neither notice to any 
agent nor knowledge possessed by any agent or other person shall 
be held to effect a waiver or change in any part of the contract. 

^ Because of merit-rating rules relative to change of interesti carriers 
rarely consent to assignment, preferring to cancel the policy pro rata and 
issue a new replacing policy. 
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But it does authorize the agent countersigning the policy to 
change the written part of the contract, the declarations, and 
these changes become binding on the carrier on being initialed 
by him. 

SUMMARY 

1. The carrier agrees to pay the employees of the insured the 
benefits to which they may be entitled under the workmen’s 
compensation law. 

2. The provisions of the workmen’s compensation law take 
the place of the usual provisions for loss settlement. 

3. The premium is based on a pay roll to be estimated in 
advance and later definitely determined on audit. 

4. The policy provides for the carrier’s assuming any residual 
statutory, or common-law, employers’ liability. 

5. It is provided throughout that, in event of any conflict 
between the terms of the policy and the provisions of the work- 
men’s compensation law, the provision of the workmen’s compen- 
sation law takes the place of the policy provision. 
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FIDELITY AND SURETY BONDS 

Companies issuing fidelity and surety bonds are classified 
under the insurance laws of most states as insurance companies. 
There are, however, excellent reasons for agreeing with bonding 
underwriters that, as to many types of bonds, the business of 
suretyship is not an insurance business. Before proceeding to a 
consideration of bonding forms it will, therefpre, be well to 
consider briefly the history and development of the practice of 
suretyship and particularly of corporate suretyship. 

Antiquity of Suretyship. — When one person undertakes an 
agreement of any sort (e.g., gives his note for a sum due 3 months 
hence, or agrees to build a house, or even promises to restrain 
his temper and keep the peace), and someone else guarantees by 
endorsement or by some other binding engagement that he will do 
so, the second person is said to be a surety for the first. Surety- 
ship is a very ancient practice. From the warnings against 
becoming surety for a stranger in the Proverbs of Solomon,* it 
may be inferred that voluntary suretyship was practiced as early 
as 1000 B.c. The taking of hostages in ancient warfare was the 
exaction of an onerous form of involuntary suretyship. The 
story of Damon and Pythias is based upon a voluntary surety- 
ship, the terms of which were exceedingly burdensome. 

Absence of Insurance Principle in Suretyship. — Although the 
practice of exacting such severe terms has long since passed out, 
the practice of suretyship with financial guarantees has succeeded 
it and continued until the present time. Until very recently, 
however, the guarantee has been by personal surety. Though 
there were earlier proposals to form a surety corporation, none 
were actually formed before 1840, and the first company to 
undertake corporate suretyship in the United States did not do 
so until 1878.* The persons who acted as sureties for others did 

* Proverbs, 11: 16. 

•See Lxjnt, E. C., “Surety Bonds,” rev. ed., pp. 3 and 4. 
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not generally undertake to do so as a business^wenture. They 
were not, as the early marine and fire underwriters, attempting 
to insure a number of risks and take advantage of the operation 
of the law of large numbers as applied to them. Usually the 
moving consideration was friendship and personal regard. One 
person was rarely surety for more than one or two friends. 
Sometimes there were prospects of reciprocal business prefer- 
ences or other valuable inducement. But the voluntary character 
of the surety’s action and the suffering frequently resulting were 
so noteworthy that it became a settled rule of law that the bonds 
of sureties were to be rigidly construed against claimants, and 
sureties were referred to as favorites of the law.^ Historically, 
therefore, suretyship is not to be classed as insurance. 

Surety Underwriting Practices. — ^The historical evidence 
against considering suretyship as a form of insurance, though 
persuasive, is less convincing than that of certain present prac- 
tices. For example, not infrequently a surety company will 
decline to issue a bond unless the person for whom the bond is 
required deposits with it collateral equal in value to the maximum 
possible loss under the bond. It may be questioned why a person 
would require such a bond. Certainly not for the same reasons 
that might lead him to buy a fire-insurance policy. Usually, 
such a bond is obtained in order to comply with a legal require- 
ment on which the person’s right to take some desired action is 
conditioned. Under it, there is no transfer of risk if the collateral 
is good (and usually, when taken, it is cash or its equivalent), 
for the surety can sustain no loss and the depositor stands to lose 
his whole deposit. Bonding underwriters look upon the writing 
of these bonds as a lending of credit backing only, and the 
premium on the bond as a fee for the service involved. It should 
not be inferred from this example that bonds are issued only 
when secured by collateral as indicated above. Collateral 
is required in on]§r^a small proportion of any company’s obliga- 
tions, but this extreme type of case, which is by no means rare, 
is cited to bring out clearly a fundamental difference. 

Real Service of Suretyship. — What, then, is the purpose of 
suretyship? Perhaps this may be seen more clearly by turning 
back to the practice of private suretyship. Bonds and sureties 

* See 32 Cyc. 72 . 
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ha\ e not generally been demanded where the parties making an 
agreement have confidence in each other, both as to integrity 
and ^bility, including financial ability. It was when some 
doubt crept in that surety bonds were called for.^ The bond 
became a certificate of character, ability, and financial worth, 
an unusually strong one since the surety had risked his fortune 
on his own estimate of and confidence in the principal. Also, 
when one person goes on the bond of another, he does so only 
when he has the utmost confidence in that other. The risk is 
otherwise too great. It is in line with this theory that, when 
corporate suretyship was first proposed, it was frequently 
stated that a corporate bond was less satisfactory than a personal 
bond, for if a person did not have friends who would back him 
up, but had to go to a corporation for his bond and pay for it, 
there must be something wrong. 

Thus it appears that, in theory at least, the function of the 
surety is to prevent loss by certif3dng those most certainly 
entitled to confidence, and that the bond is merely a formal 
backing up of the judgment that such person is so entitled. 

Service of Surety Not Changed When Performed by Cor- 
poration. — Since the undertaking of the business of issuing 
surety bonds by corporations, corporate suretyship has largely 
tended to displace private suretyship. The reasons why this 
should have come about are not far to seek. A man might be 
willing to place his own fortune in jeopardy for his friend if his 
friend’s need were great and if he realized that that friend had no 
other way to meet it. But with corporate suretyship available 
at moderate cost, he naturally does not feel that he should take 
the risks involved merely to save his friend the expense of the 
corporate bond. Again, although the personal surety might be 
well worth the sum for which he went surety at the time the bond 
was executed, his fortune may have materially dwindled at the 
time a demand is made upon him under the bond. Consequeiitly , 
those requiring others to furnish bonds have tended to specify 
that the bonds be those of surety companies. Where bonds are 
required by. statute this is often the case. 

With this displacement of private by corporate suretyship, 

^ In modem business the surety bond is becoming an established cus- 
tomary requirement. 
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there has come about some change in the public attitude toward 
sureties. There is not quite the same sympathy and tendency 
to construe the bond strictly to protect the corporate surety for 
hire that there was for the voluntary private surety who might 
have become the victim of his own good nature. Most surety 
companies now also write some of the various lines of casualty 
insurance, and there is, therefore, a natural tendency in the 
public mind to consider the surety business to be essentially an 
insurance business. 

Most surety underwriters protest that tWs is a mistaken view. 
They will admit that, under the stress of competition, almost all 
fidelity bonds are now written on an insurance basis, ^ but they 
question whether this is really beneficial to those in whose favor 
the bonds are written, and they point out other types which 
could never be written on an insurance basis. 

Most businessmen requiring bonds of their employees do not 
require bonds large enough to cover all possible stealings. There 
is thus the chance of loss in excess of the bond. But, of more 
importance still, is the fact that a dishonest employee may 
injure the business in various ways not covered by the bond, 
e.g., by bringing a bad reputation to its name, an indirect injury 
which may be greater than direct stealing. Underwriters 
protest that a greater service is done employers by keeping them 
from employing dishonest men through refusing to bond them 
than would be done by distributing through insurance the loss 
due to their misconduct. The same reasoning applies to the 
bbndi&g of contractors and others. 

Competition. — ^Notwithstanding this line of reasoning, it is 
often convenient for bankers and others employing many people 
to have bonds written which cover whoever may hold a partic- 
tilar position, rather than a named individual. This is partic- 
tilarly true where there' are frequent or -sudden changes in 
pierstmnel. The^employer. is relieved under, such bonds from 
kteping track of all changes and. seeing that suitable bonds are 
filod by ehch person appointed to the staff. • The surety, company 
covering in this way is not certifying to the competence and 

i Biciuding the blanket bonds discussed later in this chapter, more than 
two-thirds of the premium income of the bonding business is from contracts 
written on an insurance basis. 
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reliability of those who may be covered by the bond, since it can- 
not, in the nature of things, have made an investigation which 
would serve as the basis of a certificate of this kind.* Conse- 
quently such bonds must be written on an insurance basis, and 
become in effect insurance contracts. Sometimes these bonds 
include much more than the ordinary risk of dishonesty of the 
employee.® Competition between the surety companies has led 
to an extensive development of such “blanket” bonding. 
Whether this is better for the institutions so covered and the 
public in general is a debatable question. 

Traditional Form of Bond. — The traditional form of surety 
bond is substantially as follows: 

Know All Men by These Presents. 

That of as Principal and of 

as Surety are held and firmly bound unto 

of in the penal sum of Dollars to the 

payment whereof to the said they bind their heirs, 

executors, administrators, successors and assigns. 


Whereas the said has been employed by the said 

as , 

Now, therefore, the condition of the foregoing obligation is that if the 

said shall well and truly perform the duty of 

then this bond shall be null and void otherwise 


it shall be in full force and effect. 

Signed, sealed and dated this day of 192 . . . 

The specification of what will invoke the penalty of the bond 
varies with the circumstances calling for the giving of the bond. 
Few are quite so all-inclusive as the example given. 

This form, with the necessary and suitable changes to adapt it 
to the case of a corporate surety, is still in use for many purposes. 
In some cases, it is specifically stated as the condition of the bond 

. . . that if the Principal shall indemnify the Obligee for all loss the 
Obligee may sustain by reason of the Principal’s failure to comply with 

‘ Many companies arrange with employers carrying position bonds to 
have employees so bonded furnish applications and make the same investi- 
gations as for individual bonds, giving the employer the benefit of that 
service. 

* The details of such bonds cannot be discussed here but the student is 
referred to special works in this field, for example, Luther £. Mackall, “The 
Principles of Surety Underwriting,” and Limt, op. cit. 
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any of the terms of the contract, then this obligation shall be void; 
otherwise it shall remain in force. ‘ 

This means that, if an obligation arises under the bond, the 
resources of the principal or his estate are subject to the first call, 
and the surety is liable only to the extent that the principal fails 
to make good. 

Parties to a Bond. — From an examination of the above form 
it becomes evident that there are three parties to any bond: 

1. The party whose acts and responsibility are guaranteed 
by the bond. This party is known as the principal of the bond. 

2. The party who is indemnified if any loss occurs which is 
covered by the bond. This party is known as the obligee. 

3. The party who guarantees the performance of the principal 
and becomes liable with him if any loss occurs. This party is 
known as the surety. 

Comparison with Insurance Contract. — From the standpoint 
of the obligee the bond has much resemblance to an insurance 
policy, particularly after a loss has occurred. He usually imme- 
diately calls upon the surety to make good, especially if it is a 
corporation, and the latter puts such pressure as it can upon the 
principal to make good. If he cannot, or will not, do so promptly, 
the surety pays and makes such recovery as it can from the 
principal. There is the difference, however, that usually the 
obligee does not pay the premium on the bond but calls upon 
the principal to furnish the bond as the basis of the transaction, 
which will presumably be to his advantage. In this respect the 
position of the obligee is similar to that of a mortgagee who, as 
a condition of his loan, requires the mortgagor to provide insur- 
ance. It is now the usual practice of employers to pay the 
premium on bonds guaranteeing the fidelity of their employees. 

Here the resemblance to insurance ceases. The premium 
charge by the si^ety includes, it is true, some margin for the 
payment of losses. In the case of contracts written on an 
insurance basis it is about as large a percentage as in other lines 
of insurance. But in other cases it is essentially a service fee 
for the investigation of the principal and the determination of 

* This language is taken from a bond guaranteeing the performance of a 
construction contract. 
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his responsibility, or a fee for the lending of credit. Bonds arc 
given principals when it is practically certain that the obligation 
under the bond will have to be met, but the company makes sure 
that the principal will pay by requiring him to deposit with it 
collateral equal to the penalty of the bond and to make this 
deposit under an agreement which gives the surety company the 
right to dispose of the collateral as it sees fit. An example of 
this type of bond is one filed by the loser in a judicial proceeding 
to secure a stay of execution pending an appeal. Since in only 
about 25 per cent of cases appealed is the first decision reversed, 
it is a reasonable assumption that the appellant will lose. Were 
such bonds written on an insurance basis the premium would 
be impracticably high. 

It will not be feasible to go into detail in respect to all the 
various types of bonds issued by surety companies, or the various 
underwriting safeguards and practices. To emphasize the 
difference in underlying character between most bonding trans- 
actions and true insurance transactions, it may be well here to 
note one other type of bond and the practice under it, viz., the 
bond of a fiduciary, such as a guardian of a minor. It is fre- 
quently the practice of the surety company to demand, as a 
requirement before it will issue the bond, that it have joint control 
of the estate. This, when granted, means that all checks must 
be countersigned by its representative, and that securities and 
other negotiable assets must be kept in a safe-deposit box to 
which the guardian is to have access only jointly with the com- 
pany’s representative. 

The peculiarity that brings about these requirements is the 
fact that a large part of the risk under any bond is a moral risk. 
There may be a risk of inadequate resources or inexperience 
under a construction contract bond, but even in that case the 
risk of dishonesty is also present. The joining of the principal 
with the surety in the promising of indemnity is, in a measure, a 
guard against this risk. Collateral and joint control are addi- 
tional safeguards, but the chief reliance is upon careful investiga- 
tion of the principal. 

Great Variety of Bond Forms. — ^In any legal proceeding where 
one party is restrained from exercising his claimed rights pending 
the determination of the issue, the courts insist that the party 
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at whose instigation the restraint was imposed file a. bond to 
protect the other party against loss by reason of such interference, 
in case, after trial of the issue, it prove unjustified. Most public 
officials are required to be bonded for the faithful performance 
of their duties. Contractors are nearly always required to fur- 
nish bonds' that the contract will be carried out according to 
specifications and that all bills incurred in connection with the 
contract will be paid. Licensees, such as plumbers and realtors, 
are usually required to be bonded. Some manufacturers give 
maintenance bonds to the purchasers of their equipment. In 
fact, the practice of bonding has become so extensive that there 
is scarcely any contractual relation between persons which is 
not at times found to be guaranteed by a surety bond. In the 
topical index of one book on surety bonds^ there are listed 
nearly 300 different kinds of bonds. For most of these the com- 
panies have printed forms, but not infrequently cases arise where 
the entire bond must be prepared by typewriter. With the 
exception of certain classes of fidelity bonds (bonds guaranteeing 
the honesty of employees in positions of trust), these forms are 
adaptations of the basic form quoted above. The differences 
are mainly in the qualifying conditions of the bond. 

Fidelity Bonds and Surety Bonds. — The business of suretyship 
is usually subdivided into two categories: fidelity bonding and 
surety bonding, but to the uninitiated the line of demarcation is 
far from clear. In a broad sense, bonds issued in either category 
are surety bonds, that is, they are written instruments whereby 
either by direct statement or by clear implication one party 
becomes surety for another. They all provide indemnity to a 
third party, the obligee (or the insured, if the contract is in form 
an insurance policy), for loss caused by the principal (sometimes 
called the “obligor”) under the bond or by the person covered 
under the policy. But always he is primarily responsible for his 
act' and must m^Rce good if he can. There is a fidelity (dishon- 
esty) element in the risk assumed under all bonds. But in the 
class of bonds known as fidelity bonds that is the only risk. In 
a large proportion of the bonds classed as surety bonds the surety 
assumes also risks of incapacity, technical or financial or both. 


» Lunt, op, cU, 
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Looking at it somewhat differently, one recent writer^ puts the 
distinction in the following terms: 

All corporate surety bonds are, broadly speaking, divisible into two 
major classes: fidelity bonds and surety bonds. Fidelity bonds are 
usually given in security of an implied obligation, while surety bonds 
are given in security of an expressed obligation, the terms and conditions 
of which are usually evidenced by some instrument in writing. 

The implied obligation secured by the fidelity bond is, of course, 
the obligation to deal honestly with one’s employer. 

Surety Bond Forms and Classes . — It is in the second category 
of bonds that the great variety of forms is found. They all stem 
from the traditional form quoted on page 245. The major 
differences are in the language following the word “Whereas” in 
the seventh line of that form, which language sets forth, the 
expressed terms of the principal’s obligation, in security of which 
the bond is given, either in full or by reference to attached docu- 
ments, and in the language following the words “if the said 

shall” in the ninth line, which sets forth the violations of 

that obligation which will invoke the penalty of the bond. 

The principal classes of surety bonds are 

1. Contract bonds, securing the performance of contracts of all 
kinds, for construction of huge public works like Boulder Dam or 
the San Francisco-Oakland Bay Bridge, for construction of small 
private dwellings, for supply of materials, for transportation, 
and a multitude of other purposes. 

2. Court bonds, required of litigants who desire to take certain 
actions affecting the rights of others when their right to do so is 
questioned or opposed. They fall into two groups: 

a. Those required to protect defendants’ rights when a writ 
is sought — attachment, replevin, garnishment, etc. 

b. Those required to protect plaintiffs when the defendant 
seeks to interpose a blocking writ — appeal, release of 
attachment, release of replevin, release of garnishment, 
etc. 

Underwriters regard the first group as involving 
only normal credit risks, the second class as more 
hazardous. 

^ Cbist, Q. W., Jb., “Corporate Suretyship,”, p. 24. 
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3. Fiduciary bonds, issued in behalf of persons in positions 
of trust under court appointment, such as receivers of insolvent 
corporations or estates, executors of wills or administrators of 
estates, guardians of minors or incompetents. 

4. Public-official bonds are principally fidelity bonds, but they 
are in the usual surety-bond form and sometimes cover losses due 
more to misjudgment than to dishonesty. For example, a 
sheriff executing a writ of attachment might through error seize 
the property of the wrong person. He would be responsible at 
law for the loss so caused, and the surety shares his responsibility. 

Space is not available for detailed discussion of the forms of 
these bonds, nor does it seem to be called for. With the exercise 
of a little imagination the student can guess fairly closely the 
language that would be appropriate to insert at lines 7 and 9 in 
the form on page 245 to fit the several types of guaranty, though 
some of it, e.g., in the bond of the receiver of a railroad, might be 
lengthy and abound in descriptive details. 

The issuing of these bonds is looked upon by surety under- 
writers as a lending of credit similar to the lending of credit by a 
bank. In some respects the bond resembles the ancient respon- 
dentia loan, the precursor of insurance. However, the premium 
is payable in advance and not afterward at an enhanced interest 
rate as then. In fact, no interest is charged, for the credit lent is 
not for working capital but for the sort of service that is rendered 
by the capital of an insurance company, an enhancement of the 
confidence of others in the financial responsibility of the principal, 
from the knowledge that if other resources are not adequate to 
meet obligations, the capital of the surety may be called upon to 
serve in the breach. 

Surety bonds do not, like insurance policies, contain any pro- 
visions relative to the procedure for loss settlement, not even 
the few simple words of the marine policy “in case of loss, such 
loss to be paid ifi*thirty days after proof of loss and proof of 
interest.” The reason for this is the same as that for the brevity 
of the provision in the marine policy. The practice of suretyship 
is so ancient that custom, common law, and statutes lay down 
the procedure for enforcing the penalty of the bond. 

Modem Fidelity Bonds. — Originally, fidelity bonds also fol- 
lowed the traditional form and were issued individually on 
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separate application of the principal, with verification of facts 
through an employer’s statement. This practice imposed on 
each employer the custody of the several bonds of each of his 
employees and the necessity of watching expiration dates for 
proper renewal. With a large staff this was no small task and 
gradually, through the demands of employers and the competition 
of the surety companies, the practice was changed so that a single 
master bond was issued to cover all employees who might be 
bonded, and a schedule attached setting forth, as to each 
employee, his name, the position in respect to which he was 
bonded, and the amount for which he was bonded. The tradi- 
tional form of bond is not adapted to this treatment, and a con- 
siderably different form is used. A separate application is called 
for from each principal, and his name is admitted to the schedule 
only if investigation develops no unfavorable features. If a man 
resigns, or if a new employee is taken on, the surety company 
must be notified, and the schedule modified accordingly. Such 
bonds are known as schedule bonds and are still extensively 
employed. 

Although schedule bonds relieve the employer of much incon- 
venience, if the concern has many branches and considerable 
change in personnel, there is yet much detail work in reporting 
them to the surety. If the report is not made promptly, the 
new employee is not covered. Employers desire to be relieved 
of this annoyance and risk. To meet this situation, again 
under the force of competition, the companies may issue position 
bonds covering whoever may be employed in a particular position 
until the bonding company gives due notice of its unwillingness 
to cover him. Although the employer gains in some respects 
under this type of bond, he loses the service of the surety com- 
pany in selecting trustworthy people. The surety also has 
relinquished much of its special advantages. In fact, the bond 
-in this form comes very near to being essentially an insurance 
contract. But the process has gone even further. 

Under a fidelity bond of any of the types mentioned heretofore, 
the loss must be proved to have been due to the misconduct of 
some particular employee covered individually or by position 
under the bond. Often, however, losses due to the lack of 
fidelity of employees cannot be definitely fixed on particular 
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individuals. This is particularly true of banks, and the banks 
desired even broader coverage than that afforded by the position 
bond. This they sought in the markets of the world and were 
able to procure from a group of underwriters at Lloyd’s, London. 
After some hesitancy the American surety companies met the 
competition with an even more liberal form of hankers’ blanket 
bond. Although the original intention was to confine the use of 
this bond to banks, trust companies, title-insurance companies, 
safe-deposit companies, companies organized by banks to deal in 
securities, private bankers, and stockbrokers, some of the com- 
panies have experimentally extended the field for such bonds 
to include high-grade mercantile and other similar establishments. 

Competition has led to the development of commercial blanket 
bonds which furnish a broad coverage but are not so broad as the 
broadest forms of bankers’ blanket bonds which indemnify even 
for losses due to misplacement. One form provides indemnity 
for losses due to “larceny, theft, embezzlement, forgery, mis- 
appropriation, wrongful abstraction, willful misapplication, or 
any other fraudulent or dishonest act or acts” of any employee of 
the insured. It is not necessary to identify the guilty employee. 
If the loss can be traced to any group of employees covered by 
the bond, it is covered. The bond does not, however, cover loss 
due to robbery or other acts of strangers, or due to other than 
dishonest acts of employees within the definition stated. Com- 
bination contracts are now issued which do cover these risks also. 

Blanket position bonds are also now issued covering, not the 
entire staff, but only the occupants of named positions. There 
are various other differences between these two forms. The 
limits of space in a general text preclude detailed description of 
any of these forms. Since their development is so recent that 
important changes from time to time may be expected, the 
student desiring details should communicate with a representa- 
tive surety comjfeny.^ 

All such contracts may properly be considered insurance con- 
tracts. The present forms of individual fidelity bond and 
bankers’ blanket bonds will be analyzed as typical of such insur- 
ance contracts as are used in this field. 


‘ See Lunt, op. cit., Chaps. VII and XXI. 
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Individual Fidelity Bond. — The forms of surety bonds are not 
standardized by law as in the case of fire insurance, nor are 
standard provisions required by statute,^ but by agreement 
between the companies which are members of the Surety Associa- 
tion of America many of the leading forms have been more or 
less standardized and to some extent forms have been drawn by 
the insured, e.g., by the American Bankers Association. The 
individual fidelity bond now bears more resemblance in its 
general form to an insurance policy, than to the traditional bond 
form. It names as parties only the bonding company and the 
employer though, in describing the risk, the employee is named. 
The consideration is stated to be the premium, and the statements 
and representations of the employer, but the latter are not 
otherwise stated to be a part of the contract, and a copy is not 
attached. 

The risk transferred, as it appears in the agreement, is to 

. . . reimburse the Employer for such pectmiary loss ... as the 
Employer . . . has sustained ... by an act or acts of fraud, dis- 
honesty, forgery, theft, embezzlement, wrongful abstraction or willful 
misapplication on the part of . . . (hereinafter called the Employed) 
directly or through connivance with others in connection with the duties 
of any position to which he may be assigned by the Employer during 
the term of this bond or of any renewal thereof. 

It will be noted that, although the list of misdeeds is fairly long, 
it is only losses through the misdeeds of the named person which 
are covered, though the indemnity is not limited to cases where 
he alone was guilty of the misconduct. It will also be noted 
that the risk is limited to pecuniary loss, but by other language 
such loss is held to include personal property as well as money 
and, included in personal property, is that for which the employer 
is responsible. The loss is limited to an amount not exceeding 
the named penalty of the bond. But it is not limited to loss 
from misdeeds while the employee is in a particular position. 
For, although the employee is referred to as in a particular posi- 
tion, the bond states that it also coyers him in any other position 
to which he may be transferred. 

* In the case of certain public official, licensee and other bonds running to 
th? state^ the fom is usually prescribed in the law requiring them. 
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Formerly, fidelity bonds were issued for fixed periods but 
renewed by the use of renewal receipts. At the present time 
they are usually continuous instruments running until can- 
celed by either the employer or the company. There is danger 
with breaking into periods, that, unless it is otherwise provided 
in the bond, the liability of the surety might be held cumulative 
covering up to its named limit in each period. This is provided 
against by the condition that 

The aggregate liability of the Corporation ... for or on account of 
any act or acts of the Employed, shall not exceed the amount for which 
the Employed shall have been specifically guaranteed at the time such 
act or acts shall have been committed. 

Embezzlement and like crimes are Seldom immediately 
discovered. Clearly the bond should cover misdeeds during 
its term, whether discovered within that time or not. On the 
other hand, the surety should have some time after which it may 
be assured that further claims may not be made. To meet these 
two requirements liability is limited to losses discovered within 
16 months after termination of the bond by lapse, cancellation, 
death of the employee, or his leaving the service. 

A further limitation is that the surety is not liable for a defalca- 
tion, the proceeds of which have been used to pay a preexisting 
debt to the employer; nor is it liable for any default occurring after 
notice to it of any act’ that would constitute a claim, and, finally, 
condonation by the employer of a fraud releases all liability from 
and after that time. Thus an employer continues a defaulter in 
his service at his peril. The surety companies do not feel that 
they should cover a risk deliberately assumed by the employer. 

After having given notice of discovery of any act likely to 
produce a loss (kno\vn in the company offices as a “trouble 
notice”); the eniployer muist, within a specified time, file an 
affirmative proof^pf loss under oath, must give the surety all 
evidence possessed by him, and must give all possible assistance 
(other than pecuniary" assistance) for the purpose of bringing 
to justice, prosecuting, and convicting the defaulter, and pro- 
curing reimbursement. If reimbursement is procured, it was 
formerly usually provided that it would be shared by the employer 
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and surety in the proportion of the losses sustained by each. ^ For 
example, if a person bonded for $10,000 embezzled $15,000, 
the surety would be called upon to pay $10,000 and the employer 
would sustain a loss of $5,000 for which he could not be indemni- 
fied. If the surety company later recovered from assets of the 
defaulter $6,000, under the terms of the bond it would retain 
$4,000 and pay the employer $2,000 leaving a net loss to the 
surety company of $6,000 and to the employer of $3,000. This 
clause, of course, applies only in case the bond is not large enough 
to reimburse the employer in full, which unfortunately often 
happens.* If the employer is fully indemnified, the surety alone 
is entitled to the recovery, being subrogated to the employer’s 
claim. 

The claim is payable 3 months after filing, and there are the 
usual limitations that suit ma-y not be brought A\ithin that 
time, nor later than 2 years after the right of action accrued. 

Cancellation without prejudice to right of recovery by reason 
of actions that may have taken place is permitted on substan- 
tially the same terms as under casualty-insurance policies, but 
usually the notice must be somewhat longer in advance. 

Some forms contain a clause providing for arbitration of claims 
through a board of three arbitrators: one appointed by the 
company, one by the insured employer, and the third by these 
two. In such a case the decision of the majority as to the 
amount in dispute shall be final. Though designated as “ arbitra- 
tors,” it appears that their jurisdiction is limited to the amount 
and does not include the question of the act being covered. In 
this respect their powers are similar to those of the appraisei's 
under a fire-insurance policy. 

Schedule Fidelity Bond. — ^The schedule form is, in its general 
terms, identical with the individual bond. The significant 
differences are 

1. In the insuring clause, reference is made to the employees 

1 Under conditions of severe competition the tendency is to give the 
employer all the salvage until he is fully reimbursed. The wisdom and 
equity of this are doubtful. 

* It is because of this and the fact that the employer determines the 
amount for which he will bond any employee that the author questions 
the wisdom and equity of allowing the employer the full salvage obtained 
by the company’s effort^. 
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named in the schedule attached instead of to a particular named 
employee. 

2. In fixing the maximum amount of the bond, reference is 
made to the amount opposite each name in the schedule instead 
of naming a single fixed amount. 

3. In the cancellation clause, provision is made for cancellation 
with respect to each person rather than the entire bond, but 
long notice is not necessary for the employer to cancel as respects 
one employee. 

4. A provision is included for adding names to the schedule. 

5. The coverage on any person begins with the date opposite 
his name. 

Position Fidelity Bond. — ^The form of the position-schedule 
bond follows in general that just described, though it is simpler 
since it will not in general be desired either to add to the positions 
covered or to cancel in respect to any of them. 

Bankers* Blanket Bonds.’ — The forms of bankers’ blanket 
bonds are now approved by the American Bankers Association, 
having been drawn by the surety companies in conjunction with a 
committee from that organization and approved by it. They are 
indeed insurance policies and cover much more than the pure 
fidelity risk. They cover the insured bank against loss of money 
or securities: 

1. Through any dishonest act of any of its employees, wherever 
committed, and whether committed directly or by collusion 
with others. 

2. Through robbery, burglary, theft, holdup, destruction, or 
misplacement while the property is within any of their offices 
covered under the bond, whether effected with or without 
violence, or with or without negligence on the part of any of the 
employees. 

3. Through robbery, holdup, or theft by any person whomso- 
ever while the property is in transit within 20 miles of any of 
the offices coverdU- under the bond and in the custody of any of 
the employees, or through negligence on the part of any of the 
employees having custody of the property while in transit as 
aforesaid. 

* There are several different forms, detaQed descriptions of which would 
require undue space; e.g., one form does not cover “misplacement.” 
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The bond covers any loss up to the amount of the bond and, 
on the discovery of the loss, is automatically reinstated to its 
full amount, though, when the amount of the loss has been 
ascertained and paid, a prorata premium is charged for the 
amount reinstated for the remainder of the year. ‘ 

If the bank carries fidelity bonds on any of its employees, 
the policy provides “excess coverage,” i.e., coverage for whatever 
part of the loss exceeds the penalty of the fidelity bond on such 
employees, and serves as primary coverage on all other employees 
as to the losses within its scope. 

In case of loss in excess of the limit of the bond, all salvage, 
whether recovered by the bank or the company, goes to the 
bank until its entire loss has been covered. 

The bond is free from warranties and contains the specific 
provision that no statement made by or on behalf of the insured, 
whether, contained in the application or otherwise, shall be 
deemed a warranty of anything except that the statement is 
true to the best of the knowledge and belief of the person making 
it. 

Individual applications from the employees are not required, 
only one application, signed by an officer of the bank, being 
taken. As with the position bonds, the more conservative 
companies arrange for application from, and make inspections of, 
individual employees. 

The coverage under the holdup and robbery provisions is 
also much broader than in the ordinary policy. 

The liberality of this form is evidence of the result of competi- 
tion for the coverage of powerful interests. 

SUMMARY 

1. Suretyship is an older practice than insurance and, in some 
types, is not based on the insurance principle. 

2. The theoretical function of the surety is to serve by weeding 
out those not capable of fulfilling obligations, giving its financial 
guarantee only to those worthy of confidence. . 

3. Fidelity bonding has tended more and more to be written 
on an insurance basis, and the forms used clearly resemble other 
insurance forms. 

4. The modern tendency, under competition, is toward the 
issuance of a so-called “blanket bond” to financial institutions. 
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which is essentially a combination of fidelity and burglary, 
robbery, and theft insurance. 
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CHAPTER XV 

AUTOMOBILE-INSURANCE CONTRACTS 


The insurance of automobile owners against the risks to 
which they are subject involves no principle not applicable to 
some one of the lines heretofore discussed. The nature of the 
automobile, however, changes the conditions of some of these 
risks and necessitates the use of different forms for their proper 
transfer to the company. For example, the standard fire-insur- 
ance policy limits the coverage of property under it to a fixed 
location. Since the automobile is made to be moved about, 
this would be inappropriate. Again, the limitations of the 
ordinary theft policy make it inappropriate to cover against 
the theft of an automobile. 

For these reasons and because the average person thinks of 
his automobile as distinct from his other possessions, the insur- 
ance of automobiles has come to be considered as a separate line 
of insurance, and the problems of its administration are such 
that the companies have set up automobile-insurance depart- 
ments for dealing with them. 

Automobile Risks. — The risks of an automobile owner as such 
fall into two groups: first, those of damage to, or destruction of, 
the car itself and, second, that of being called on to respond 
in damages for injuries which may be done to others through the 
use, ownership, or maintenance of the car. 

The risk of damage to the car itself may again be divided into 
four classes: 

1. Destruction by fire, internal or external in oriifin. 

2. Theft. 

3. Injury through collision, with some other object, moving or stationary, 
or through upset. 

4. Other damage to the car as by breakage of glass, damage in a flood, or 
while being transported. 

The risks of being called upon for damages may be on account 
of injury to persons or to property. 
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Those transporting persons or goods by motor vehicle as 
common carriers are subject to the risk of being held responsible 
for loss of, or injury to, property carried, as well as for death of, or 
injury to, passengers. This, however, is a peculiar and special 
interest and is really a phase of inland marine insurance.^ 

Associated Lines of Coverage. — In insuring automobile owners, 
one class of carriers usually covers the risks to the car, and 
another the liability risk. But the automobile has become so 
important that special companies have been organized to give 
complete coverage to the automobile owner against all risks. 
In other cases, associated companies have jointly issued com- 
bined policies, giving, complete protection which neither could 
give individually, because of charter or statutory limitation. 

Fire insurance may be written alone in a separate policy 
without the association of any other coverage. Although there is 
no theoretical reason why theft and collision insurance might not 
also be each separately written in individual policies, in practice 
this is almost never done. If not combined in a single policy 
with fire insurance, theft insurance is usually written by a rider or 
endorsement on a fire policy. Collision insurance is also usually 
associated with fire insurance, but sometimes it is furnished by 
endorsement on a liability policy. The transportation hazard is 
included in the fire policy. 

Prior to 1934 no state required the use of a standard automo- 
bile-insurance policy. In that year. West Virginia adopted a 
state standard liability policy, and plans for the adoption of such 
policies were being advocated in other states. Under this 
stimulus, the National Bureau of Casualty and Surety Under- 
writers (an organization of stock casualty-insurance companies) 
and the American Mutual Alliance (a similar organization of 
mutual companies) appointed ai joint committee to try to work 
out an acceptable uniform form. This committee developed a 
set of standard provisions with certain alternatives which 
effectively constilfuted a standard liability policy and which were 
adopted for use in most states, from Jan. 1, 1936. Amendments 
have been made from time to time, but the uniformity of language 
has been preserved. The property coverages have been similarly 
standardized, and most private cars are covered under a single- 

* The general features of these contracts are explained in Chap. VII. 
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document joint policy affording such of the covers as the insured 
may elect, the combination policy being issued by two Hffiliatad 
companies, one of which is a fire company covering the risks to 
the car and the other a casualty company covering the liability 
risks. This type of policy is the one discussed in this chapter. 

Under the law of negligence the person causing damage is 
usually responsible therefor, and there is no lien attached to the 
instrument used unless it be the property of that person^ and be 
seissed to secure a judgment not otherwise satisfied. If the auto- 
mobile is the property of another and held by the operator under 
an uncompleted contract of sale, that other is not subject to risk 
of loss by reason of claims of those injured in person or property 
through its use. Hence, there is no incentive to companies 
financing the purchase of automobiles on credit terms to require 
the parrying of liability insurance. On the other hand, the 
destruction of, or any damage to the automobile reduces pro tarUo 
the security for their loan. Hence it is usually the practice of 
these companies to require the borrower to carry fire and theft 
insurance and almost always, collision insurance, but not liability 
insurance. As a consequence, single policies covering fire, 
theft, and collision insurance are frequently found. Such a com- 
bination of risks may always be covered in a marine-insurance 
policy, but not in a fire policy, and it was at first doubted whether 
they could be covered by a fire-insurance company whose charter 
did not also authorize it to write marine insurance. Indeed, the 
first automobile policies were written by a marine-insurance 
company for that reason. It has now been arranged, by either 
amendment of statutes or ruling of insurance commissioners, that 
fire-insurance companies may write such policies, whether or not 
they are also authorized to do a marine business. Such a com- 
bination policy will now be analyzed. 

Insurance Against Loss of , or Dani^e to Car.— The considera- 
tion for the policy is the premium ahd'^rtain declarations' which 
are stated to be the ihsur^'a agreements and represeiitations. 
His agreement is sigmfied by ^e acceptance of. the policy. 
The declarations state the msiired’s business, and .occupation; 
describe the car by naming the model, year, trade name, type 

^ There is always the possibility that the person driving may be held to 
be the agent of the owner, who would then be liable. 
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of body, factory number, number of cylinders, and list price; 
{pve details as to purchase, the month and year, whether new 
or secondhand, the actual cost including equipment and the 
encumberance or mortgage upon it, if any; describe the use to 
which the car will be put and the place where it is usually kept 
when in garage. All of these are facts with which the insured 
is, or should be, thoroughly familiar. He should of course, check 
their accuracy before accepting the policy. 

Parties to the Contract. — ^The contract is a personal contract, 
and by its terms does not cover “while the automobile is subject 
to any bailment lease, conditional sale, mortgage, or other 
encumbrance not specifically declared and described in this 
policy.” 

Risk Transferred. — In combination form the risks assumed 
with respect to damage to the car itself are designated and 
defined as follows: 

D. Comprehensive Loss or Damage to the Automobile, Except by Col- 
lision. To pay for any loss or damage to the automobile, herein called 
loss, except loss caused by collision of the automobile with another 
object or by upset of the automobile or by collision of the automobile 
with a vehicle to which it is attached. Breakage of glass and loss 
caused by missiles, falling objects, fire, theft, explosion, earthquake, 
windstorm, hail, water, flood, vandalism, riot or civil commotion shall 
not be deemed loss caused by collision or upset. 

E — 1. Collision or Upset. To pay for loss or damage to the auto- 
mobile, hereinafter called loss, caused by collision of the automobile 
with another object or by upset of the automobile, but only for the 
amount of each such loss in excess of the deductible amount, if any, 
stated in the Declarations as applicable hereto. 

E— 2. Convertible Collision or Upset. To pay for loss or damage to 
the automobile, hereinafter called loss, caused by collision of the auto- 
mobile with another object or by Upset of the automobile. Upon the 
occurrence of the first loss for which payment is sought hereunder the 
Insured shall pay to the company the additional payment stated in 
the Declarations. JU>ss caused by collision or upset occurring prior to 
thu first loss for whicli payment is sought hereunder is not covered. 

F. Fire, Lightning Transportation. To pay for loss or damage 
to the automobile, hereinafter called loss, caused (a) by fire or lightning, 
(b) by smoke or smudge due to sudden, unusual and faulty operation of 
any fixed heating equipment serving the premises in which the auto- 
mobile is located, or (c) by the stranding, sinking, burning, collision 
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or derailment of any conveyance in or upon which the automobile is 
being transported on land or on water. 

G — 1. Theft {Broad Form). . To pay for loss or damage to the auto- 
mobile, hereinafter called loss, caused by theft, larceny, robbery, 
pilferage. 

G — 2. Theft {Dedudihle Form). To pay for loss or damage to the 
automobile, hereinafter called loss, caused by theft, larceny, robbery 
or pilferage, except that $25 shall be deducted from the amount of 
each loss not occasioned by the taking of the entire automobile. 

H. Windstorm, Earthquake, Explosion, Hail or Water. To pay for 
loss or damage to the automobile, hereinafter called loss, caused by 
windstorm, earthquake, explosion, hail or external discharge or leakage 
of water. 

I. Combined Additional Coverage. To pay for loss or damage to the 
automobile, hereinafter called loss, caused by windstorm, earthquake, 
explosion, hail, external discharge or leakage of water, flood or rising 
waters, riot or civil commotion, or the forced landing or falling of any 
aircraft or of its parts or equipment. 

The insured may elect among these and the fact of his election 
is shown by the entry of a premium in the declarations. A com- 
bination of coverage D and E (1 or 2) gives the fullest coverage 
and is most often chosen. 

Coverage is limited by 

1. Exclusion of loss due to war damage or confiscation by 
duly constituted governmental or civil authority. 

2. Exclusion of damage due to wear and tear, freezing, 
mechanical or electrical breakdown, or failure unless it is the 
result of other losses covered by the policy. 

3. Exclusion of damage to robes, wearing apparel, and per- 
sonal effects. 

4. Exclusion of damage to tires unless the damage is by fire 
or theft or coincidental Avith other losses covered by the policy. 

5. Exclusion of loss due to conversion, embezzlement, or 
secretion by any person in lawful possession of the automobile 
under a bailment lease, conditional sale, mortgage, or other 
encumbrance.^ 

6. Except under the D coverage, by excluding loss due to riot 
or civil commotion or to breakage of glass if there is other glass- 
breakage insurance. 

‘ D or Q coverages. The others would not cover this risk in any event. 
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7. Exclusion of loss while the automobile is used in illicit 
trade or transportation. 

8. Restriction to a set time period named in the declarations. 

9. Geographical limitation to the United States, its territories 
and possessions, Canada, Newfoundland, and coastal transpor- 
tation between ports in this area. 

10. Restriction to use as stated in the declarations. 

11. Limitation to the amount, if any, set up opposite the given 
cover in the declarations, but in any event to the actual cash value 
of the automobile or part damaged or lost, or the amount which it 
would cost to repair or replace with material of like kind and 
quality. 

The company has the right to repair or replace and, unlike the 
practice in the case of fire loss to fixed premises, usually exercises 
it. 

Miscellaneous Provisions. — The policy provides that the com- 
pany shall take by way of subrogation any right of action against 
third parties, as do most other policies, though equity would 
probably require that such right be yielded in any case where the 
company paid.^ 

The procedure for loss settlement is substantially the same 
as under the ordinary fire and liability policies. The insured 
must give notice of loss, protect the property from further dam- 
age, and prepare and file his sworn proof of loss within 60 days. 
In the event of theft, robbery, or pilferage the insured must also 
give notice to the police. He must exhibit what remains of his 
property, submit to examination under oath if required, and pro- 
duce for examination books, accounts, and such other documents 
as may be required. These latter requirements are usually 
waived in the case of an e%'idently honest claimant. He must 
give prompt notice of any accident. The insured is also bound 
to assist the carrier, except financially, in the settlement of claims. 

.^ppraisal is provided for in case there is disagreement as to the 
values involve(^ in terms almost identical with the provision 
in the fire policy.' 

The policy contains a limitation on the period during which 
suit may be brought as under the standard fire policy, and a 

* The insurance under the policy may not inure directly or indirectly 
to the benefit of any carrier or bailee liable for the loss of the automobile. 
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clause relating to other insurance similar to that found in the 
standard fire-insurance policy. Assignment of interest is not 
binding on the company unless assented to by it. 

^ The policy may be canceled by either party on substantially 
the same terms as the standard fire policy, except that mailin g of 
notice by the carrier is sufficient evidence of notice. 

A sort of business-interruption or loss-of-use coverage is intro- 
duced by a provision that, in event of theft of the car covered 
under the policy, the company will reimburse the insured for the 
expense of rental of a substitute automobile, including taxicabs 
not exceeding $5 per day, or a total of $160, or the actual cash 
value of the insured automobile if less than that sum. 

In order that the insured may not be even temporarily without 
insurance on trading in his car for a new one, the policy automati- 
cally covers a newly acquired car provided the company is 
notified within 30 days and provided the new car replaces the 
automobile described in the policy or is an addition to one or more 
cars, all of which are insured by the carrier. The clause granting 
this insurance provides for adjustment of the premium to corre- 
spond to the rate on the replacing model and specifies that the 
insurance on the old car, in case of replacement, ceases on the 
date of delivery of the new car. The insurance on the new car 
is for the remainder of the policy period. The insurance is not 
extended to a new car if the insured has other valid and collect- 
ible insurance on that car. 

Liability Insurance. — Since the joint policy is written as a 
single document, the consideration is as previously described.^ 

Parties to the Contract. — The parties to this part of the con- 
tract are the insured and the company named as furnishing the^ 
coverages — the casualty-insurance company. In defining the 
insured, the contract provides: 

The unqualified word “Insured” wherever used® . . . includes the 
named Insured and, except when specifically stated to the contrary, 
also includes any person while using the automobile and any person 
or organization legally responsible for the use thereof, provided the 
actual use of the automobile is with the permission of the named Insured. 

^ See p. 261 . 

* In relation to these coverages. 
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The reason for this broad definition is that it is customary for 
an automobile owner to allow other members of his family and, at 
times, friends or organizations of which he is a member to use his 
automobile. If during such use someone is injured, he frequently 
makes his claim against the o\vner of the car on the theory that 
the user is the agent of the owner. This has been a source of 
embarrassment to the insured and the company. In earlier 
forms, a provision extended coverage to other drivers using the 
car with the permission of an adult member of the insured’s 
family. This language also caused many difficulties, and in 
preparing the new form it was decided to restrict the coverage to 
those who were granted permission by the named insured. The 
permission need not be given in writing, nor need it be given 
personally. It may be given through an agent or even implied, 
but it must emanate from the named insured. Under the older 
language an adult member of the family might, by permitting 
the use of the automobile by someone whose use of it was for- 
bidden by the insured, give that person the protection of the 
insurance. Under this language the insured’s v/ish will prevail 
at least as respects the benefit of the insurance for which he has 
paid. The “named Insmed” is the person or persons named in 
the declarations. 

The insured other than the “named Insured” is not protected 
against liability for injury to or death of the named insured, nor 
does the broadened definition of the insured include garages, 
parking stations, etc., nor any employee with respect to the 
injury to, or death of, another employee of the same employer in 
the coxirse of the employment. Except as to the named insured, 
the coverage does not apply in connection with the use of trailers 
unless both the automobile and the trailer are insured in the 
same carrier. 

Risk Transferred. — ^The bodily-injury-liability coverage is 
essehtially the same as under a general bodily-injury-liability 
policy, except thht it is restricted in its scope to claims for injury 
due to the ownership, maintenance, or use of the automobile or 
automobiles in respect to which the policy is written.^ However, 
if the named insured is an individual, and the car described in the 
declarations is owned by him individually or jointly with his wife, 

> See Chap. XII. 
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the protection of the policy is extended to the named insured and 
spouse with respect to the operation of any other private auto- 
mobile which they may be operating or in which they may be 
riding if driven by a private chauffeur or other domestic servant. 
Thus they are insured if temporarily they use the car of a friend 
who had no insurance that would cover them. There are certain 
necessary restrictions of this coverage which the policyholder 
should carefully note. It is the duty of the carrier to investigate 
claims, defend suits, and pay damages and costs within the limits 
of the policy. The limits are fixed in the same way as in the 
general liability policy, at a fixed maximum for any one person 
injured and a fixed maximum for rmy one accident. There are, 
however, certain special limitations and qualifications that arise 
from the nature of the actions out of which liability may arise. 

The policy does not cover liability for injuries or death sus- 
tained (1) by any person to whom the insured may be liable under 
any workmen’s compensation law or (2) by any employee of the 
insured who, at the time of injury, is engaged in other than 
domestic service or in the operation, maintenance, or repair of 
any automobile. These liabilities are, or should be, covered by 
workmen’s compensation, or employers’ liability insurance, and 
their exclusion from the scope of this coverage prevents conflicts 
and disagreements over which insurer may be liable, and relative 
liability under the contribution clause. 

Under the property-damage-liability provisions, the carriers 
liability does not extend to claims for damage to property of the 
insured, or in charge of the insured or his employees, or carried in 
or upon his automobiles. The coverage is also limited to a fixed 
maximum, usually $5,000 for any one accident. 

As to both liability and property-damage coverage, the com- 
pany is not liable in respect to any automobile: 

1. While used as a public or livery conveyance, unless so stated in the 
applicati(ai and corresponding premium paid. 

2. While towing or propelling a trailer unless it is covered liy like insur- 
ance. 

3. While used elsewhere than within the limits of the continantal United 
States of America (excluding Alaska) and the Dominion of Canada. 

These exclusions relate to matters which are within the control 
of the insured and which materially increase the hazard. 
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It is not necessary to discuss here the miscellaneous terms of 
the policy as they have been adequately considered in a previous 
chapter. 1 

Medical Payments. — ^Because often when a guest sustained 
injuries in an automobile accident the insured motorist entered 
into collusion with him to enable him to collect damages from the 
insurance carriers, many states have passed giiest laws. These 
laws require the guest to show more than ordinary negligence of 
the operator in order to collect damages, even willful intent. 
Though thus largely relieved of legal liability, many motorists 
feel a moral obligation to supply at least such medical care as the 
injured guest needs. To meet this desire the companies now 
offer, as an optional additional coverage at a specified premium, 
a limited third-party accident insurance covering this expense. 
This insurance may also cover the named insured if he so elects.* 
The clause granting this insurance is entitled in the combination 
policy “Medical Payments.” 

Under this clause, the company agrees to pay to or for each 
person who sustains bodily injury, caused by accident arising 
out of the use of the automobile while the person is in or upon or 
entering or alighting from the automobile, the reasonable expense 
of necessary medical, surgical, ambulance, hospital, and profes- 
sional nursing service, or in the event of death, reasonable 
funeral expense, if incurred within one year from the date of the 
accident. 

This benefit is available only if the injury occurs while the 
automobile is used by or with the permission of the named 
insured. It is limited to an amount set out in the declarations 
as applicable to “each person” but not limited as to number of 
persons. It does not apply to employees other than domestic 
servants, and not to them whil^ engaged in the operation, main- 
tenance, or repair of the automobile. Nor does it apply to any- 
one to or for whom benefits are payable under any workmen’s 
compensation lifw. The clause is available only on policies 
covering private automobiles used for “pleasure and business.” 

' See Chap. XII. 

’ Except in some states where it is held to be a personal accident coverage 
which cannot be granted except in a policy conforming to the statutory 
provisions for such insurance. See Chap. XI. 
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Dealers’ and Garage Risks. — ^The automobile dealer or garage 
operator has need of a variety of coverages. He should have 
fire and theft insurance on his own cars and those for which he is 
responsible. To protect him fully, the garage-liability policy 
must include protection against liability for damages on his 
premises, as in the case of manufacturers, as well as against liabil- 
ity from street accidents, which from the nature of his business 
may be expected to be more numerous than with private owners, 
and from liability due to any defect in work done by him which 
may have involved a customer in an accident. 

The combination policy described earlier in this , chapter is 
clearly not suitable for dealer or garage insurance. Though the 
same combination of companies may cover a dealer or the oper- 
ator of a public garage, service station, etc., they do not find it 
desirable to issue a similar joint policy. Separate policies are 
issued covering the risk to the property of the insured and his 
liability risks. The basic fire, theft, and transportation policy 
as issued to individuals is modified by endorsements to meet the 
particular circumstance of the case, which may vary greatly with 
the extent and nature of the insured’s business. No new princi- 
ple not heretofore discussed is introduced in these forms. 

Three plans of liability coverage are offered: 

1. The specified-car plan, which is similar to the coverage 
offered for private owners. This is used only by small garages 
for whom alone it is practicable. Even for them it does not give 
adequate protection. 

2. The named-driver plan. This is feasible only where there 
are but few drivers. The policy covers liability due to injuries 
arising out of the operation of any automobile by the named 
drivers while in his employ. Like that under the specified-car 
plan this coverage is inadequate. 

3. The pay-roll plan. Under this plan the premium is based on 
the pay roll of the garage. The policy gives full coverage against 
the hazands noted above. It excludes the hazards of elevators, 
additions or alterations to the premises, the use of automobiles 
for livery purpose or transportation of passengers or merchandise, 
or of the use of Automobiles in a speed contest. All but the 
last may be covered either by another insurance policy or by 
endorsement and payment of suitable additional premium. 
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Liability for property damage may also be covered by an 
endorsement. 

SUMMARY 

1. The insurance of automobile owners against the hazards to 
which they are exposed is now an important branch of the insur- 
ance business of both fire-and-marine and casualty companies. 

2. Fire, theft, and collision insurance are usually furnished by 
fire- or marine-insurance carriers; bodily-injury- and property- 
damage-liability insurance by casualty carriers. 

3. Policy forms are fairly well standardized by practice and 
agreement among the companies and are substantially uniform 
in their provisions. 

4. The forms used are an adaptation of the forms previously 
discussed as in use for similar coverage, with such modifications 
as are appropriate in view of the mobile character of the subject 
of the insurance and the conditions under which it is operated. 

5. Associated fire-and-casualty companies issue a combination 
policy for private passenger automobiles giving such elements of a 
complete and comprehensive coverage as the insured elects, each 
company assuming liability for the coverage that it is authorized 
to write. In form it is a single policy. Some carriers are auth- 
orized to write all kinds of automobile insurance in a single 
contract. 

6. For garage and service-station operators and the operators 
of commercial automobiles a variety of forms and endorsements 
are available to cover in “tailor-made” fashion the risks to 
which they are exposed. 
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Part III 

TYPES OF INSURANCE CARRIERS 

INTRODUCTION TO PART III 

In Part II, the treatment was largely based on the assump- 
tion of one form of insurance carrier, viz., the private stock 
corporation. Since such a corporation is not ordinarily 
required to include in its policies any reference to the nature 
.of its organization, or to any relation between it and the 
policyholder other than that of insurer and the insured, that 
assumption has served the useful purpose of concentrating 
attention on the basic aspects of the policies as insurance 
contracts, without reference to clauses relating to the various 
types of the insurance carrier, and peculiar to each tjrpe. 
These clauses are substantially the same for a given type of 
organization in whatever branch of insurance it operates. 

It is the purpose of Part III to describe the various types 
of insurance carriers, their origins and peculiar characteris- 
tics, and to indicate the modifications of the policy necessary 
for each. The chief claims of each type for preference, and 
the counterclaims of their competitors, will also be briefly 
examined. 


CHAPTER XVI 

TYPES OF INSURANCE CARRIERS 

On first surveying the field, and observing the keen competition 
between the several types of insurance carriers, one is struck by 
their number and variety. On closer scrutiny, however, they 
are all found to be variants of two fundamental types: 

1. A cooperative organization, operated solely, in theory at least, for 
the benefit of the members. 

2. A proprietary enterprise serving as a risk carrier and as a means of 
profit to its proprietors. 
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Both of these types are of an origin so ancient as to be lost to 
memory. The former is a natural product of the instinct of 
mankind which leads to associations for common defense. The 
ancient common enemy of civilijged man is disability due to 
disease or accident and, time out of mind, there have existed 
co-operative organizations which paid various forms of benefits to 
their members in event of various kinds of misfortune. In the 
beginning, at least, they were not thought of as insurance organi- 
zations, for the theories of probability and of insurance based on 
the law of large numbers had not been heard of. But they were 
ipsurance organizations in fact and, as the need of widespread 
insurance became realized, it also became evident that similar 
organizations might meet the new needs, and the principles on 
which these organizations had operated were adapted, often with 
considerable changes in detail, to the new condition. 

The latter type probably grew out of the credit requirements of 
enterprising traders. The respondentia loan,i carrying a higher 
rate of interest than the market rate on good security but not 
repayable if the venture was lost, served when commerce was 
of relatively small volume. But as the volume increased, 
the more efficient system of insurance developed. The under- 
writer took the place of the moneylender as the risk bearer, and 
the interest rate and insurance premium were separated. At 
first the insurance was confined to marine risk, though the same 
underwriters sometimes issued speculative life-insurance policies 
on the lives of those going on voyages. The London fire of 
1666 suggested that the risk of fire might be cared for in the same 
way, and gradually the range of underwriting extended to the 
fields it now occupies. 

Essential Mutuality of Insurance. — Without impl5dng thereby 
that the services of the proprietary insurance organization are not 
necessary in any case,* it should be pointed out that there is a 
certain fundamental mutuality in the practice of insurance. 
This may be brought out by comparing the conditions under- 
lying the conduct of that business with those underlying manu- 
facturing or trading, in both of which large capital investment is 
required in the form of buildings and other equipment before any 

* See p. 102. 

* For a discueeion of jte advantages and disadvantages, see Chap. XVIII, 
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service can be rendered. Also, business may be suspended by 
either for an indefinite period and, if the physical property is 
protected against deterioration, may be resumed at will. True, 
the sales organizations would probably go to pieces, and a new 
clientele would have to be built up, so that it would be a serious 
disadvantage to suspend, but it can be done and is done, in 
manufacturing at least, for no inconsiderable periods. 

No extensive physical capital is required in order that an 
insurance enterprise may serve the public. Legal restrictions 
aside, all that is required is an underwriting staff properly to 
rate and select the business, a clerical staff to record transactions, 
a skilled staff to settle claims, and a competent set of directors 
to super\ ise the enterprise and conserve funds. This is a little 
more elaborate organization than the other types -of enterprises 
require in addition to their physical plants. But the most 
skilled organization in the world could not serve as insurers 
unless there were a sufficient number of risks insured to furnish 
a stable experience under the operation of the law of large 
numbers. Having acquired a volume of risks, it could not 
suspend and revive its operations at will. For it could not do 
so and have at all times the volume of business necessary for 
successful operation under this law. In short, the insurance 
business can furnish insurance only by having a body of policy- 
holders. If the comparison may be continued in metaphor, the 
commodity which the insurance company manufactures (cer- 
tainty) is produced by natural laws from the raw material (risk) 
which it can acquire only by doing business. In essence, then, 
it is the group of policyholders who insure each individual in the 
group by transferring their individual risks to the common risk 
bearer. 

It follows from this that a properly organized and soundly 
managed co-operative insurance enterprise should be able to 
serve society well. But it does not follow that all cooperative 
enterprises regardless of management must succeed, nor does 
it follow that it may not prove desirable in the long run to act 
through a professional risk bearer for profit, if thereby better 
management is secured. In most states a certain amount of 
capital is required of. a stock insurance corporation, but such 
capital is required as a guarantee against bad judgment and 
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catastrophe loss rather than for actual use in the business. 
Indeed, it cannot be used in the business, for if it becQmes 
impaired the corporation may be held to be insolvent. 

Proprietary Enterprises. — There have been three types of 
proprietary enterprises that have in the past served as insurance 
carriers: 

1. Private individuals and copartnerships operating alone. 

2. Private individuals, copartnerships, or syndicates of individuals 
operating as Lloyd ^s Associations. 

3. Groups of private individuals organized as insurance corporations. 

A brief account has been given in Chap. VII of the early 
activity of private underwriters in marine insurance. The 
first offices for fire insurance were started after the London 
fire by private individuals. During the following century 
several such offices were established. Early records show the 
existence of private underwriters in colonial America. But 
they have now passed entirely from the stage. 

Lloyd’s Associations . — A brief sketch of the development of 
Lloyd’s, London, has been given. ^ This organization is still in 
existence, has been incorporated, and is still the leading factor in 
the marine-insurance field. But the corporation as such does 
not conduct an insurance business. It has three essential 
functions: 

1. It is the best equipped marine-intelligence organization in 
the world. Until recently, it supervised the construction and 
repair of ships in all parts of the world and rated them in its 
Lloyd’s Register;® it maintains records of British captains and 
periodically publishes a biographical Register; it keeps in touch 
with maritime affairs throughout the world, publishing in connec- 
tion therewith an “Index,” which is a list of all British mercantile 
vessels and of many foreign ships, showing the latest reports on 
their location and condition; and it also publishes a daily “List” 
which contains Upping news as currently received and is 
generally recognized as the most reliable authority in this field. 
It also maintains a record of losses in “The Black Book.” 

‘ See p. 102. 

* This work has now been taken over by the Society of Lloyd’s Register, 
a separate entity. 
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2. It is an organization for loss settlement, and its agents 
throughout the world supervise salvage, repair, and loss adjust- 
ments, primarily for its members, though for a consideration 
they may act for others. 

3. It maintains an underwriting room for its members, and, 
through its Committee, supervises the operations of its under- 
writing members, and, by deposits of security and scrutiny of 
their accounts, attempts to assure the soundness of their insur- 
ance contracts. 

The underwriting at Lloyd’s is done by syndicates of individuals 
usually acting through one attorney in fact for each group. All 
policies are issued in the name of the individuals as such and are 
guaranteed by their private resources and standing. All insur- 
ance is placed by brokers who are members of* Lloyd’s and 
submitted to the several underwriting groups, each of which 
has a desk in the underwriting room. Frequently, several 
syndicates will be found on the same policy. The policy expresses 
the contract as though with a corporation or single group of indi- 
viduals including the maximum aggregate sum insured. Each 
signature is accompanied by a fraction indicating the share 
assumed, and sometimes a stated amount which is that fraction 
of the sum named in the policy. 

Although the underwriters associated at Lloyd’s endeavor to 
see that all contracts are lived up to in good faith and have 
at times assumed the liabilities of members who have become 
financially involved, the legal obligation is only that of the 
several individuals and hence can be enforced only by proceeding 
against them severally. If one syndicate or member^ of a 
syndicate fails, his share cannot be recovered from the other 
signers of the policy. A characteristic phrase found in all 
London Lloyd’s policies is “Each for himself and not one for 
another.” 

Despite this emphasis in the formal nontract on individual 
underwriting and responsibility, the. Corporation of Lloyd’s has 
arranged for the accumulation of a large central guaranty fund 

> The syndicate is usually signed for with a rubber stamp listing the Indi- 
viduals, attested by the signature of the attorney in fact, the stamp showing 
the proportion within the amount assumed by the syndicate which is taken 
by each member. 
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the purpose of which is to protect the name of Lloyd’s by taking 
over the policy liabilities of those of its underwriters who become 
unable to meet them. 

Lloyd’s, London, is the chief center for marine insurance in the 
world, but many other types of insurance are underwritten 
there. Some underwriters confine themselves to marine risks; 
others write a wide variety of lines and undertake many spectacu- 
lar contracts of the type defined in Chap. Ill as speculative. 

From this plan of doing business at Lloyd’s, London, the 
term “Lloyd’s” has come to be applied generally to the plan 
of issuing a single policy whose obligations are borne fractionally 
by a series of individuals or syndicates in proportions indicated 
in conjunction with their signature. 

Insurance on the Lloyd’s plan is permitted in some parts of the 
United States, but no important part of the insurance business 
in this country is done by such organizations.^ In the state of 
Illinois alone do the laws provide for authorizing Lloyd’s, London, 
to do business here. When contracts are made with the under- 
writers of that organization by Americans, the contract must 
generally be made through London brokers in England, subject 
to English law. Such brokers have correspondents in American 
cities. 

No special provisions need appear in a Lloyd’s policy 
other than the substitution of the words “the underwriters” 
for “the company” wherever those words appear, with similar 
formal changes. 

Private Stock Corporation. — The laws of most states now 
provide by general statutes, for the incorporation of insurance 
companies. In general, articles of incorporation specifying 
the names of the incorporators, the name of the proposed cor- 
poration, the number of shares and the par value of each share, 
and the proposed powers of the corporation within the statutory 
limits for .such companies must be filed with the proper state 
official and other tegal formalities complied with. 

• When so formed, the corporation is owned by its stockholders 
who have an equitable interest in its assets and control of its 
conduct. This control is exercised by the election of a board 


^ American Associations use the spelling “Lloyds,” 
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of directors who, in turn, elect the officers and other managers 
and, in theory at least, instruct them in the conduct of the 
business. 

Unless otherwise provided by the charter of the corporation 
and by the laws of the place of incorporation, the profits which 
may be earned are the property of the stockholders, and may 
be disbursed to them in the form of dividends at the discretion 
of the board of directors. Likewise the business losses are to be 
borne by them. In most if not all states, the loss is limited to the 
amount paid in the stock, ^ i.e., if the assets will not suffice to 
pay all the claims, there is in most states no further claim on 
the stockholders.* As had been previously indicated, the capital 
merely serves as an additional guarantee of the corporation’s 
contracts. Some stock companies issue participating policies 
granting the holder aright to share in the surplus of the company. 
This is known as doing business on the “mixed,” as distinguished 
from the proprietary and mutual plans. 

In general, no special terms are required in the contract of a 
private corporation by reason of its character as such, but some 
states require a statement in the policy regarding stockholders’ 
liability and Avhere required, either by statute or charter pro^ 
visions, the clause usually appears next to the name of the 
corporation. It sometimes is printed on the filing back of the 
policy. When policyholders share in the surplus, an appro- 
priate clause setting forth the right and the time and manner of 
distribution is required. 

The greater part of the insurance in force in all lines, except 
life insurance, in the United States is written by stock corpora- 
tions. In the life-insurance field, the greater part of the business 
is done by mutual companies. 

’ In New York and several other states the original subscribers are 
required to pay in 150 per cent of the par value of the shares. Conservative 
financing usually dictates an even larger cash payment. Only a few states 
permit insurance companies to have “no-par” stock. In recent years a 
few companies have been organized or refinanced with some classes of 
preferred stock. 

’ In several cases in the past the stockholders of fire-insurance companies 
which have sustained conflagration losses so large as to impair or wipe out 
their capital have voluntarily assessed themselves to provide funds to cover 
all losses, restore the capital, and furnish a surplus for continuing operations. 
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Cooperative Enterprises. — There are four types of co-operative 
insurance carriers: 

1. Pure assessment mutual associations, or corporations. 

2. Interinsurance exchanges, or reciprocal exchanges. 

3. Advance-premium mutual corporations. 

4. Fraternal orders. 

Pure Assessment Mutual Associations. — The pure assessment 
mutual insurance carrier is more frequently found than any other, 
for a large share of the rural and “county mutual” fire-insurance 
companies are of this type.^ As the individual concerns are 
small, however, the total volume of insurance in force in this class 
is relatively small. There are also several accident-insurance 
companies operating on this plan which have attained consider- 
able size. 

The organization is very simple and is based on the idea of 
mutual aid, every policyholder being a member of the company. 
Usually the policies are for equal, or nearly equal, amounts, 
and each member has an equal voice in its control. The affairs 
are nominally conducted by a board of directors, and there 
are the usual officers. Not infrequently the secretary is the 
only paid officer and gives only part time to the work. When a 
loss occurs the officers, or a committee, adjust the loss, and an 
assessment is levied on the members in proportion to the 
amounts of their policies to raise enough to pay the loss. This 
is the simplest form of such an organization. 

The larger organizations of this type usually try to maintain a 
fund sufficient to pay the claims likely to arise within a certain 
period in the future, and levy assessments as may be needed to 
keep the current funds at about the estimated figure. Sometimes 
(usually in accident companies),, there are annual dues assessed 
to care for the office expense. Sometimes, this amount is raised 
as a part of the claim assessment. The guarantee of the insur- 
ance lies in the right to assess all members. 

Unfortunately, organizations of this kind are not always 
properly run in the interest of the policyholders. Unscrupulous 
persons have sometimes got themselves elected to office and, by 
proxies secured in devious ways (even by clauses inserted in the 

* As the country becomes more settled the tendency is increasingly toward 
a change in these oreanizations to the advance premium type of cooperative. 
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application for the policy), have maintained themselves in office. 
They have paid themselves excessive salaries, or paid themselves 
and their friends excessive commissions for securing policyholders. 
Since they have no responsibility for claims, such persons have 
everything to gain and nothing to lose except honor and respect- 
ability. These abuses have chiefly occurred in accident and 
life companies. 

The policy form for such a company is naturally materially 
different from those discussed in Part II. Sometimes it consists 
in a simple certificate of membership in the organization, the 
details of benefits and obligations being left to the constitution 
and by laws. In other cases, the policy is, in most respects, 
substantially the same as for a stock corporation. In all cases, 
however, it is necessary to prescribe the manner in which the 
insured may be called upon for assessments. Some of the states 
have standardized the policy forms of assessment fire-insurance 
companies. 

Reciprocal Exchange. — The reciprocal exchange has some of 
the characteristics of an assessment association and some of the 
characteristics of the Lloyd’s plan of proprietary operations. 
From the latter fact, they are sometimes erroneously referred to 
as Lloyd’s Associations. The exchange is an unincorporated 
body known by some name such as the “ subscribers at the X Y Z 
Indemnity Exchange,” and the business is conducted by an 
attorney in fact. The person taking out a policy of insurance 
becomes by that fact a member or subscriber of the exchange and, 
in his application, signs the power of attorney which authorizes 
the attorney in fact to conduct the business of the exchange and 
among other things 

. . . especially to exchange contracts of indemnity with subscribers 
of the X Y Z Indemnity Exchange; and in the subscriber’s name to 
make, issue, modify, or cancel contracts therefor containing such terms, 
warranties, and agreements as the attorney-in-fact shall deem best. 

In accordance with this power of attorney the policies are 
issued by the attorney in the name of the subscribers who are 
the actual insurers of each other’s contracts. Some policy 
contracts attempt by their terms to make the liability joint 
and not several, and to limit that of any subscriber to 100 per 
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cent additional to the premium stated. There is some doubt 
as to the validity of this restriction on the amount or character 
of the liability. 

. As the possibility of assessment is used as an argument against 
reciprocal insurance by competing carriers, the operators of 
exchanges have sought in various ways to meet it. In at least 
one state (California) the law has been amended to permit the 
issuance of nonassessable policies. If the exchange has surplus 
equal to one and one-half times the minimum capital required of a 
stock corporation doing the same kind of business, upon certifi- 
cate by the Insurance Commissioner to that effect, its subscribers 
are not subject to assessment. At any time thereafter that the 
commissioner finds there is not such a surplus, he must revoke his 
certificate. Thereafter no policy may be issued or allowed to 
remain in force beyond the date fixed for the next payment of 
premium without Avritten endorsement providing for assessment 
liability. When this is done, the exchange appears to take on 
some of the characteristics of a mutual or even stock carrier with- 
out, however, becoming a corporation. 

It is the usual practice of such exchanges to keep a separate 
account with each subscriber, to collect and to credit his account 
with a premium or “deposit” paid in advance. Some recipro- 
cals, mainly those serving a small number of large risks, also 
credit the subscriber with his share of interest earnings. The 
account is then charged with its prorata share of the expenses and 
losses incurred during the policy term. If these exceed the 
deposit, additional payments are called for; any credit balance is 
returned to the policyholder at the expiration of the policy, fre- 
quently subject to the retention of a portion as a contribution to 
surplus of the exchange. The surplus is used to iron out irregu- 
larities in loss experience or to take up investment losses. Some 
exchanges writing workmen’s-compensation insurance have pro- 
vided in their articles of association and power of attorney that 
the advisory board may determine the manner of participation of 
the subscribers in the distribution of surplus of the exchange even 
when the articles provide for setting up individual accounts in 
t^e manner described. The operators of these exchanges seem 
to have a_^ theory of consolidating the surplus in the individual 
subscribere’ accounts into a common fund and its subsequent 
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redistribution according to a formula that takes into account in 
part the experience of the individual subscriber. The effect, of 
course, is that losses and expenses are not charged to subscribers 
prorata. Legally the exchange is set up as a matter of contract 
between the subscribers, and provided the terms of the contract 
are not contrary to public policy or statute law, the contracting 
parties are free to choose their own terms. 

Generally the power of attorney appoints the designated man- 
ager “ ... to be Attomey-in-Fact for the Subscriber and in 
the Subscriber’s name and stead to do all things that he the 
Subscriber might or could do %vith reference to this contract, 
or any renewal or transfer thereof.” This clause, with the 
clause previously quoted, which generally follows it, places 
very large power in the hands of the attorney in fact.’ Sometimes 
there are also articles of agreement of membership in the exchange 
which govern its general conduct and, in such cases, there is 
usually provided an advisory committee chosen in accordance 
with such articles by the subscribers and having powers as pro- 
vided therein. In the best of the exchanges such committees 
have powers approximately equal to those of the board of 
directors or trustees of a corporation. 

The attorney in fact is usually paid a percentage of from 25 
to 40 per cent of the gross premiums or deposits collected and, in 
consideration of this payment, he agrees to defray certain of the 
expenses of operation of the exchange. The details vary con- 
siderably according to circumstances. In some cases,, the 
exchange is an adjunct to a trade association and is practically 
an attempt to adapt the assessment plan to the conditions of the 
business world to which that plan as used in other circumstances 
is ill adapted. In other cases, the exchange is promoted by the 
attorney in fact as a private enterprise. In that case rarely is 
there an advisory board with any real power, and often the 
attorneyship is incorporated. Except as he may be bonded, 
the attorney is then almost a private proprietor with no liability 
for losses (because it is not he who is insuring but the subscribers) 
with a chance to make such profits as he can from the excess of 
his commissions over his expenses, and with no one to question 
his judgment on the acceptance of risks for the exchange or the 
settlement of losses, 
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The relation between a reciprocal exchange and its attorney in 
fact has perhaps been no more clearly and forcibly described 
than in the following language taken from an opinion of the 
United States Circuit Court of Appeals.^ 

To constitute an association within the meaning of the act, it is not 
requisite that each constituent should be coordinate or hold the same 
relation. A very important indispensable element here is the so-called 
attorney in fact,’^ who is not merely and simply an attorney in fact 
as ordinarily understood. With the attorneyship there is coupled a 
decided interest which permeates and colors the entire plan. It is the 
attorney who in practice and by contract inspires and dominates it, 
and around whom the business is built. His power is irrevocable. He 
is not removable, and bis power of substitution is limited only by a veto 
of a so-called ‘'advisory committee’* which the subscribers annually 
choose, and which has practically no other material function save that 
investment of funds by the attorney is with the advice and consent of 
the committee. The attorney has absolute power over who maybe 
accepted as subscribers; what the rates of indemnity shall be; what the 
subscribers must pay from time to time (limited presumably, by the 
necessities of the concern); the cancellation of contracts; and thus 
the ending of the subscribers’ relation; the settlement and payment of 
losses, compromise of claims; and, in practical effect, every power of a 
corporate board of directors, plus many important powers which such 
boards do not have .... 

It is thus apparent that this functionary is far more than an attorney 
in fact. He is the very pulsating heart of the concern, the subscribers 
supplying the blood .... 

In the following chapter more attention will be given to the 
relative advantages and disadvantages of this type of insurance 
carrier. 

The policy changes brought about by the nature of the organi- 
zation, in relation to naming of parties, etc., are as follows: 

^Pickering v. AlymirJIichols Co. 21 Fed. (2nd) 501 (1927). The suit was 
for recovery of taxes paid under protest on the theory that the exchange as 
an association of persons was not subject to the tax. Alyea-Nichols Co., 
an Illinois corporation was the attorney in fact for Belt Automobile Indem- 
nity Assn., a reciprocal exchange. The power of attorney provided that 
the attorney was to receive certain policy fees and 10 per cent commission 
on premiums and, subject to confirmation by the advisory committee, 
authorized it to designate its successor. 
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1. There is always an application for the insurance, because 
it is necessary to secure the signature of the insured to the power 
of attorney for the attorney in fact. This is the most important 
difference between the application used by an exchange and that 
used by a corporation. 

2. In naming the parties to the contract in the execution 
clause and elsewhere in the policy, references to the company 
are changed to refer to subscribers, or to the attorney in fact, 
or to both. 

3. In the consideration clause, in addition to application and 
premium, the power of attorney is mentioned. 

4. In the insuring clause, an effort is sometimes made to make 
the liability joint only, and not joint and several. 

5. A separate clause is inserted defining the insured’s liability 
in relation to the others in event of loss, in relation to reserves, 
and otherwise. 

6. Usually there is a clause providing for consolidation of 
suits against subscribers, should such be necessary, to avoid a 
multiplicity of suits. 

7. A clause is inserted providing for the manner of accounting 
for premium deposits, and for refund of balances or making of 
extra calls. 

8. A special cancellation clause adapts the standard provision 
for return of unearned premiums to the peculiar practices of the 
reciprocal system. 

Reciprocal exchanges are naturally not adapted to the conduct 
of a life-insurance business and do not attempt it. 

The Mutual Corporation — ^Full-advance-premium Type. — 
The third type of co-operative-insurance carrier endeavors to 
collect a full premium in advance' and, although in some cases 
providing for possible assessments, endeavors so to conduct its 
operations that assessments will not be required. The largest 
companies in the world (life-insurance companies) are of this 
type. Owing to the reserve system they do not provide for 
assessment. 

The form of organization of such companies is much like that 
of a stock corporation, save that the policyholders take the place 
of the stockholders. At the annual meeting of policyholdei’s a 

^ See p. 284 in re nonassessable policies. 
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board of directors or trustees is elected. Their function, as 
in a stock corporation, is to elect the officers and supervise them 
in the conduct of the company’s business. 

Sometimes the plan of doing business is so similar to that of 
the stock companies that only those who have carefully studied 
the business know that certain companies are mutual rather 
than stock companies. In other cases there is a sharp difference 
in the manner of conducting the business, and bitter antagonism 
has developed between the two types, stock and mutual. 

Whatever profits there may be are the property of the policy- 
holders, there being no stockholders; and in case of a deficit, 
the policyholders are subject to assessment. The most successful 
of this class of companies in the field of fire insurance have a 
clause in the policy giving the company the right to assess up 
to five times the premium, yet they have never had occasion to 
levy an assessment, despite the fact that they have been involved 
in several large conflagrations, suffering severe losses. 

In most, if not all, states the law now provides that such com- 
panies, if they have a surplus over and above all liabilities equal 
to the capital required of stock companies writing the same kind 
of insurance, may issue nonassessable policies. These provisions 
of the law were introduced within the past 30 years on the initia- 
tive of the leaders of an association of such companies. Most of 
the mutual companies that can qualify now issue nonassessable 
policies. This is due to the pressure of their agents to meet the 
curious and illogical objection of prospective policyholders to an 
assessment clause. The objection seems to this author illogical 
because assessment is resorted to only if the company cannot 
meet its obligations. In that case the same person who fears 
assessment might be the one who-has a pending loss which cannot 
be paid but which might have been paid from the proceeds of an 
assessment. In that case he has accepted a risk of a much larger 
loss than any proba]>le assessment. It is usually the agent of the 
competing stock company who raises the assessment bogie. Of 
course, since the stockholders of a proprietary company are not 
subject to assessment, the insured in a weak stock company 
accepts the same risk of an uncollectible loss. Many mutual 
companies have surplus equal to many times the minim um 
required to issue nonassessable policies. To the policyholder of 
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such a company the additional protection of the right of the com- 
pany to assess all its members in case the surplus fails is insignifi- 
cant. Likewise the probability of the feared assessment by such 
a company approaches the vanishing point. In the latter part 
of the past century there were many life-insurance associations 
and fratemals which ignored the scientific principle of the reserve 
system and used arbitrary reserves and assessment clauses. 
The failure of these schemes did cause suffering among those who 
relied On them. This has not yet passed from the memory of 
many and may be an explanation of the potency of the assess- 
ment bogie. 

The laws of several states provide for the organization of 
mutual life-insurance companies with a guaranteed capital to be 
retired when the company has attained a certain strength and 
standing. Although such laws still stand on the statute books, 
they have not been availed of in recent years. Many of the 
large mutual life-insurance companies were so initiated. Provi- 
sion is also found for conversion of stock life-insurance companies 
into mutual companies by purchase and retirement of stock. 

The policy appropriate to a stock company requires little 
change for use by this type of company. Ordinarily but two 
additional clauses are required 

1. A brief clause providing for the assessment liability, if any, 
which, for reasons to be explained in Part IV, is not required in 
the case of a mutual life company., 

2. A clause providing that the policyholder shall share in the 
surplus of the company and prescribing the time and manner of 
distribution. Sometimes, a clause appears giving notice of the 
ntiniin.1 meetings of the corporation and the voting power of the 
policyholder.. 

Fraternal Orders. — The fraternal order, a type of insurance 
carrier combining social interest with risk bearing, is found in the 
United States aiS well as abroad in the field of life and disability 
insurance.^ 

The membership of the fraternal order is gathered in local 
organizations, known as lodges, chapters, courts, etc., for social, 

^ In some states fraternal orders may be organized or operated to insure 
their members against fire. Their operations are usually limited to the 
ine[urance of small isolated risks. 
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educational, and other purposes as well as insurance. To qualify 
as this type of carrier under the laws of most states, the order 
must operate on the lo'dge system and have a representative 
form of government and ritualistic work. It must be organized 
for the mutual benefit of the members and not for profit. Mem- 
bers are elected and admitted to the local bodies in accordance 
with the constitution, laws, and regulations of the supreme 
governing body, usually with secret initiation ceremonies. 

The supreme governing body is a grand lodge or convention 
known by a name associated with the ritual of the order and 
usually meeting once in two, three, or more years. Representa- 
tion in this body is usually by the officers or other elected repre- 
sentatives of the local lodges. The constitutions of the various 
orders differ in setting up the supreme body, but usually the vote 
of the several lodges is more or less in proportion to their member- 
ship. The supreme body lays down the general regulations for 
the order, including the terms of the contracts to be issued, the 
rates to be charged, and other like prescriptions, within the 
limits set by the laws of the states within which they operate.* 
It also elects the grand officers and grand trustees (known by 
various titles) who are responsible for carrying out its policies 
in conducting the affairs of the order during the interim between 
grand-lodge sessions. The head office of the order is under their 
direction in much the same manner as that of a private corpora- 
tion is under its officers and board of directors. 

The head office usually employs state and district managers and 
organizers who work with the officers and members of the local 
lodges in procuring new members and otherwise promoting the 
good of the order. 

The collection of premiums and dues from the members, as well 
as the investigation of claims, is usually in the hands of the local 
Iddgee, the treasurer of the local lodge reporting monthly to the 
head office. The^ocal lodges do not settle claims but investigate 
and report to the bead offices. Sometimes the local lodges are 
permitted to accumulate and administer local funds for granting 
supplementary benefits to their members. 

The fratemal-life-insurance movement began in the United 
States with the founding of the Ancient Order of United Work- 

‘ State laws regulating fraternal insurance are to a great extent uniform. 
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men (A.O.U.W.) by John Upchurch at Meadeville, Pa., in 1868, 
and has had a rapid growth. This particular order extended 
throughout the United States and had many imitators. By the 
beginning of the twentieth century the fraternal movement was 
widely extended. It probably furnished life insurance to larger 
numbers than did the regularly organized companies. But the 
business was generally conducted on an unsound nonactuarial 
basis. The consequent increasing cost and disappointment of the 
older members, becoming apparent at about that time, tended to 
discredit the movement. The development of the automobile, 
good roads, the motion picture, and other modem forms of 
entertainment also tended to weaken the social attraction of the 
local lodges. The development of group insurance further pro- 
vided for many of the class who were formerly largdy attracted 
to fraternal insurance. Nevertheless many orders continue to 
exist with large membership. Some have assets exceeding 
100 million dollars. 

Until 1911 fraternal orders were subject to regaultion in but 
few states, and in most of these the regulation was of little 
importance. As the result of legislation recommended by the 
National Convention of Insurance Commissioners at its meeting 
in Mobile, Ala., in that year and modified by a conference held in 
New York the next year, fairly uniform regulations now exist 
in most states. Under the spur of these regulations the orders 
have generally readjusted their plan of operations so as to place 
them on a scientific actuarial basis and have since made solid 
progress. 

Competition among the Several Types of Carriers. — Not all 
these types of organization are adapted to all kinds of insurance. 
They are not all found in most fields, but some of them are found 
in nearly every field, and in some fields all of them are found. 
When the several types are working in the same field, the keenest 
kind of competition prevails. The competition is particularly 
keen among stock companies, full-advance-premium mutuals, 
and reciprocal exchanges. This is largely due to differences in 
selling-organization plans, particularly the manner of compen- 
sating local representatives, which are characteristic of each type. 
This will be dealt with more fully in Chap. XVIII. 

In some fields of insurance the state has entered as an insurance 
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carrier. Sometimes it has reserved that field as a monopoly for 
itself. Sometimes it competes with the other forms of carriers. 
State funds are considered in Chap. XVII. 

SUMMARY 

1. Types of insurance carriers fall into two groups: 

a. Proprietary, embracing private underwriters (an obso- 
lete type), Lloyd’s organizations, and joint-stock 
companies. 

b. Cooperative, embracing assessment mutual associa- 
tions, reciprocal exchanges, mutual corporations (full- 
advance-premium plan), and fraternal orders. 

2. The Lloyd’s plan is essentially the taking of risks by syndi- 
cates of private underwriters in their individual capacities. 

3. The stock corporation is similar to the stock corporation 
in other lines of business. 

4. The assessment association collects for the loss after it 
occurs, though it sometimes maintains a fund for prompt pay- 
ment of claims and levies its assessments at more or less regular 
intervals as required. 

5. The reciprocal exchange is composed of all its policyholders 
underwriting in a syndicate of individuals and operating through 
an attorney in fact as a manager. 

6. The advance-premium mutual corporation is a company 
of which each policyholder is a member. Such corporations 
endeavor to charge an adequate premium; if it proves inade- 
quate, the policyholder may be subject to assessment and, if it 
proves excessive, the policyholder shares in the surplus earned. 

7. Fraternal organizations, consisting of local lodges federated 
under a grand lodge, serve as insurance carriers in the life- and 
disability-insurance field. 

8. Originally operating as assessment mutual organizations, 
without state regitlation, the fratemals attained great importance 
but encountered great difficulty because of unsound plans. 

9. In the past quarter century fratemals have been subjected 
to regulation and have placed their affairs in a much sounder 
condition. They still occupy an important place in the life- 
insurance field. 
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10. Very keen competition exists between the several types of 
carriers, and the prospective policyholder should weigh carefully 
their relative merits. 
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CHAPTER XVII 


SELF-INSURANCE— STATE FUNDS— SAVINGS-BANK 
LIFE INSURANCE 

As an alternative to protecting himself by insurance in one 
of the types of organizations discussed in Chap. XVI, the 
individual exposed to a given risk may elect to carry his owm 
risk or self-insure. He also sometimes has the option of taking 
insurance in a fund established by the state or national govern- 
ment for the purpose of making such insurance. 

Self-insurance. — An illustration was given in Chap. Ill of a 
condition where the individual items in respect to which a par- 
ticular concern is subject to risk are sufficiently numerous, 
similar, and isolated to give adequate play to the law of large 
numbers within the experience of the concern itself. In such a 
case the intervention of an insurance carrier is not necessary, 
and the concern can gain all the advantages of insurance by 
setting aside a fund to take up the fluctuations and irregularity 
of its loss experience and save the expense involved in the use 
of an insurance company. Such a method of handling the prob- 
lem of risk may properly be termed self-insurance. Often, how- 
ever, insurance is not taken although these conditions are not 
present and no fluctuation fund is set up. It is a misnomer to 
refer to this as self-insurance. It is rather noninsurance. Self- 
insurance should not be undertaken without careful consideration 
to determine whether the conditions necessary for its success are 
present. Even when they may reasonably be considered present, 
it is generally desirable to safeguard the fund by appropriate 
excess’insurance, similar to reinsurance of a direct-writing carrier.* 

State Funds. — The term staie insurance fund or state fund has 
been used to designate two quite distinct types of funds. Some- 
times states have undertaken self-insurance to cover the risk of 

> For a discussion of the meaning and place of reinsurance, see Chap. 
XXI, pp. 396-399. 
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loss by fire or other casualty of the state’s property. This has 
been done by setting up a fund from which to pay the losses, 
usually by appropriating annually to it a sum equal to the pre- 
miums that would be charged for such insurance by stock com- 
panies. This fund has been designated os a stote w^surance fund. 

Several of the states have also set up funds in which the citizens 
have the option of insuring or are compelled to insure against 
certain types of risks. Such funds have been established for 
life insurance, bank-deposits insurance, hail insurance, and work?* 
men’s-compensation insurance. In some states the state fund 
has been given a monopoly of such business. In others, state 
funds have been established as competitors of private stock and 
mutual companies. 

State and National Life Insurance. — In 1911, the Legislature 
of Wisconsin^ enacted a law providing for the establishment of a 
life fund for the issuance of policies of life insurance to residents 
of that state. The state assumes no liability other than the fund 
itself. The state treasurer is the treasurer of the fund, but it is 
operated by the Insurance Commissioner’s office. The rates are 
sufficient to assure solvency, and the only expenses chargeable to 
the fund are for clerical help, since the other services are per- 
formed by state offices as a part of their regular duties. The fund 
has no agents, but applications may be submitted through state 
factory inspectors, clerks, and treasurers of counties, towns, 
cities, and villages, and state banks, whose duty it is to transmit 
the application to the Insurance Commissioner. 

The first policies were issued in October, 1913. Though the 
fund has remained solvent and furnished insurance at a very 
low rate, in 10 years it had issued less than 600 policies. By 
Dec. 31, 1943, it had only 1,692 policies in force with a face value 
of $3,071,270. At the same date it had assets of $903,903, 
liabilities of $808,281 and surplus of $95,622.® This confirms 
other evidence that life insurance must be sold. Apparently the 
public will not buy it without urging. 

United States Government, Life Insurance. 'National Service 
Life Insurance . — The risk of injury or loss of life of those 

‘Chapter 577, Laws of 1911; in effect June 7, 1911. 

* 7Bth Annual Report of the Commissioner of Insurance of the State of 
Wisconsin (1944), p. 210. 
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actively engaged in warfare is such that they are not acceptable 
risks for life- and casualty-insurance companies. Therefore, 
among the war measures passed in 1917 was one establishing, in 
the Treasury Department, a Bureau of War Risk Insurance which 
was to provide at cost such insurance only for those enrolled in 
the Army or Navy. The insurance was 1-year-renewable-term 
insurance, on the step-rate plan, the rate increasing slightly each 
year. Under the original terms the insurance might be contin- 
ued on the original plan for 6 years after the signing of the procla- 
mation of peace, but must then be converted to a permanent form. 
The time for conversion has been several times extended. There 
was considerable confusion and mismanagement in its early 
history, as was perhaps inevitable under the circumstances. Sol- 
diers and sailors were urged by their officers to take the insurance 
as a provision for their dependents, and an enormous volume was 
written. 

By act of Congress approved Aug. 9, 1921, establishing the 
Veterans’ Bureau, the function of the Bureau of War Risk Insur- 
ance were transferred to the Veterans’ Bureau. At June30, 1921, 
there remained in force 661,054 policies for $3,849,375,735 of insur- 
ance of which 397,890 policies for $2,980,660,235 were yearly- 
renewable-term insurance, and the remainder converted to a 
more permanent (whole-life or endowment) form, though a con- 
siderable part was 5-year term. The permanent (converted) 
insurance is known as United States Government Life Insurance. 
By later enactment the Bureau was authorized to grant new or 
additional United States Government Life Insurance to veterans 
of the First World War and to members of the armed forces up to 
a limit of $10,000 at any one time. At June 30, 1944, the total 
United States Government Life Insurance in force was 578,641 
policies for $2,494,900,099 of insurance. 

Th^re is set up in the United States Treasury a United States 
Government Life Insurance Fund as a trust fund administered by 
the government as trustee for the sole benefit of the policyhold- 
ers. The insurance is legal-reserve life insurance on a partici- 
pating basis. The government pays all the cost of administration 
as well as claims due to the extra hazard of military or naval 
service. The policies all provide permanent- and total-disability 
benefits for which no extra premium is charged. The premiums 
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for the entire contract are the net premiums^ on the basis of the 
American Experience Table at 33^-per-cent interest. Losses on 
account of disability benefits are considered in determining 
dividends, but no extra charge is made on those groups which 
have not developed sufficient funds to meet the full reserves for 
both life and disability benefits.* 

National Service Life Insurance . — new system of life insur- 
ance for persons on active duty with the military and naval 
forces (including the Coast Guard) was set up by the National 
Service Life Insurance Act of 1940, which also terminated author- 
ity for granting the United States Government Life Insurance 
referred to above. The insurance is voluntary and available to 
those in active service without evidence of insurability if the 
application is made within 120 days of entrance into the service, 
but upon application thereafter evidence of good health is 
required. The insurance is upon the 5-year-term level-premiUm 
plan convertible on any premium date into ordinary-life or 20^ or 
30-payment life insurance. The premiums are based on the 
American Experience Table and 3 per cent interest and are net 
premiums. The government pays all the cost of administration. 
The whole-life (including limited-payment-life) insurance policies 
carry the usual loan and nonforfeiture values and carry waiver-of- 
premium benefits during continuous total disability of 6 months 
or more duration prior to attaining age sixty. No extra premium 
is charged for this benefit. The act specifies that 

The United States shall bear the excess mortality cost and the cost 
of waiver of premiums on account of total disability traceable to the 
extra hazard of military or naval service, as such hazard may be deter- 
mined by the Administrator (of Veterans’ Affairs) . ‘ 

The insurance may be issued in any multiple of $600. The limit 
of insurance to any one person is $10,000, including any United 
States Government Life Insurance he may have. The insured is 
entitled to designate his own beneficiary within certain closely 
limited family relationships. The benefits are payable in equal 
niionthly installments. If the beneficiary is under thirty years of 

* That is, they provide only for mortality cost and not for expenses of 
administration. 

* Annual Report of the Administrator of Veterans' Affairs for the Year 1944, 
pp. 21-24. 
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age at the tibxe the benefits become payable, 240 installments are 
payable. If the beneficiary is thirty or more years of age, the 
installments continue for life. If the beneficiary dies before the 
whole 240 installments are paid, they do not rest in the benefi- 
ciary’s estate but continue to the next beneficiary. 

The insurance is administered by the Administrator of Veterans’ 
Affairs, and there is set up in the Treasury a permanent trust 
fund, the National Service Life Insurance Fund, into which pre- 
miums and interest earnings are paid and from which benefits 
and surrender values are paid. 

To June 30, 1944, there had been issued 16,285,575 policies 
for $114,623,201,000 of insurance, an average of $7,498.78. In 
contrast to the action of some at the close of The First World 
War, the life-insurance companies and their representatives are 
urgin g returning veterans to maintain their National Service 
Life Insurance. 

These plans of insurance are admittedly wartime measures and 
are not set up to take the place of or compete with the offerings of 
regular life-insurance companies. They were set up because 
regular life-insurance companies are unable to cover war risks. 
Of course, to the extent that their service life insurance meets the 
needs of veterans the market for regular life-insurance sales will 
be curtailed, but such insurance may lead the policyholder to 
become a prospect for additional coverage. 

The conclusion from this discussion seems to be that the state 
does not well serve as a life-insurance carrier or at least cannot 
do so unless it actively engages in selling life insurance. As 
the eost of selling is the major cost in this field, and as private 
enterprise seems better adapted for salesmanship, there is little 
occasion under peace time conditions for the state to undertake 
the business. 

Although the United States War Risk Bureau was not organ- 
ized oither to reforat^evils in the conduct of life insurance or as a 
general social experiment, it has apparently has an important 
and far-reaching effect. It has focused public attention and 
discussion on life insurance^ the soundness of its foundations, and 
the value of its benefits, as probably nothing else could. This 
has undoubtedly been an important factor in producing the large 
volume of life insurance written since the First World War, 
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though other factors, such as general prosperity, the influenza 
epidemic, inheritance taxes, ^ and the like have had their part. 

State Bank Guaranty Fimds. — In 1829, New York instituted a 
safety-fund system to protect the notes of insolvent banks. The 
drains caused by the panic of 1837 rendered it insolvent, and the 
law was repealed. A similar experiment in Vermont, started in 
1831, failed fropi the same cause. There was no further effort 
along these lines until the rise of the Populist Movement toward 
the close of the century. The agitation did not produce action 
until the losses in the panic of 1907 gave added impetus. Okla- 
homa passed an act, in 1907, requiring all its state banks to con- 
tribute to a safety fund to protect the depositors in banks that 
failed. The constitutionality of the law was tested and upheld 
by the United States Supreme Court.* During the -next decade 
similar laws were passed in seven other states in the West and 
Southwest. Of the total five were compulsoiy and three optional. 

The banks were required to make initial deposits into the fund 
and were subject to subsequent regular assessments until the fund 
reached a certain level. Then assessments were to be dropped 
until necessary to restore the fund. Depositors in insolvent 
banks were given certificates of indebtedness redeemable from 
the fund if the fund were not sufficient to pay immediately in 
full. 

The depression of 1920 placed very heavy burdens on these 
funds. In several states, the laws were repealed or amended to 
permit the banks to withdraw. Withdrawal of banks in these 
latter states caused the funds to be abandoned. Those still 
existing are working out heavy deficits. 

These funds were all exposed to too heavy a concentration pf 
risks at one time and over a limited area, which was the one most 
adversely affected by the deflation. They were generally known 
as “guarantee funds” or “systems” rather than insurance funds, 
and the need of applying insurance principles to them does not 
seem to have been considered by their authors. Officials of 

* Such taxes must be paid in cash and promptly. Often great sacrifice 
might be required to convert property into cash for this purpose. Provision 
of a suitable amount of life insurance is an ideal way of assuring cash for 
this purpose. 

* Noble State Bank v. Haskell, 219 U. S. 104 (1910). 
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the states involved seem convinced that the system puts a 
premium on incompetence.^ In a general public system the 
moral hazard seems to be too great and uncontrollable. 

More recently some of the states have established guaranty 
funds for securing public deposits. These are in the nature of 
self-insurance funds. 

Federal Deposit Insurance. — ^The Banking Act of 1933 pro- 
vided for both temporary and permanent insurance of bank 
deposits, setting up the Federal Deposit Insurance Corporation 
for that purpose. The temporary plan, which was originally 
intended to have been of but 6 months’ duration, was kept in 
effect until August, 1935. 

In the meantime, the Banking Act of 1935 was passed, which 
provides for deposit insurance up to a maximum of $5,000 for one 
depositor. The insurance is through the Federal Deposit 
Insurance Corporation, and the banks are assessed annually 
one-twelfth of 1 per cent of the average daily deposit liability, 
payable semiannually. The corporation is managed by three 
directors, the Comptroller of the Currency, ex officio, and two 
others appointed by the President. The capital of the corpora- 
tion was obtained by requiring each Federal Reserve Bank to 
subscribe to the extent of one-half its surplus on .Tan. 1, 1933 (a 
total of approximately $140,000,000), and the Federal Treasury 
was authorized to subscribe to the extent of $150,000,000. The 
corporation is allowed to issue obligations to the extent of three 
times the amount received for its capital and its 1936 assess- 
ments, enabling it to raise about a billion dollars in case of 
emergency. 

It is the evident intent to include within the insurance system 
the whole banking business of the United States, though after 
1941 commercial banks having deposits of $1,000,000 or more 
muht become membei-s of the Federal Reserve System to be 
eligible for insuir^ status. 

The corporation is given extensive supervisory powers over the 
insured banks. It may prohibit the payment of interest on 
demand deposits and regulate the rate to be paid on time and 
savings deposits. It may examine insured banks (with the 

^ See opinions quoted by David McCahan, "State Insurance in the United 
States,” footnotes, pp. 219 and 220. 
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written consent of the Comptroller of the Currency in the case of 
national banks and of the Board of Governors of the Federal 
Reserve System in the case of state member banks) and, after 
written notice and hearing, publish that part alone of the report 
relating to recommendations not complied with. For persistence 
in unsound practices it may bring the facts regarding any bank 
to the attention of the Comptroller of the Currency or the state 
banking authority having supervision and, after notice and 
hearing, deprive the bank of its insured status. Deprivation of 
its insured status in the case of a national bank requires the 
Comptroller of the Currency to appoint the Corporation as 
receiver for the bank. In the case of a state bank, its membership 
in the Federal Reserve System is forfeit. In both cases all 
depositors must be notified, though the insurance .on existing 
deposits continues for 2 years. 

Of course, the time since this plan has been set up is too 
short to furnish evidence of how it may work over a period of 
years. Some, familiar with the earlier state experiments, are 
very critical; others are less pessimistic. In contrast with the 
state experiments are to be noted (1) the strong financial backing 
of the capital and borrowing poAver of the corporation to meet 
emergencies, (2) the broad spread of risk, covering the whole 
country rather than only isolated regions, all units in which are 
exposed to risk from a common cause, (3) the strong powers 
vested in the corporation for regulatory measures to decrease 
risk. 

The ultimate fate of the system will probably depend on how 
these regulatory powers are exercised. If they are wisely used in 
the spirit of “safety first,” not only may the plan be successful as 
an insurance plan but, vastly more important, a far more healthy 
banking system may result. 

State Hail-insurance Funds. — In 1911, North Dakota provided 
for a state hail-insurance fund. Insurance in the fund was 
optional. The rates fixed by law proved inadequate, so that 
losses could not be paid in fuU. The fund, therefore, proved 
unsuccessful. 

In 1919, a new law was passed providing for a semicompulsory 
state hail fund which had some imfortunate years, but it wrote 
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about 90 per cent of the hail insurance in that state and had, in 
the 5 years, 1919 to 1923, paid nearly $19,000,000 in indemnity.^ 
Under the 1919 law the tax rate for the hail insurance was uniform 
over the state, but this was inequitable as the risk was far from 
uniform. In 1923 the law was amended to provide for districting 
the state and setting the rate for each district according to the 
hazard. In 1933 the law was again amended so that the farmer 
must elect to take the insurance, rather than be automatically 
insured unless he declined before a set date to be insured. The 
assessor of each district is, however, required when m.akiTi g his 
general tax assessment to explain the operation of the hail-insur- 
ance law and to take the application for insurance if desired. 
The farmer who has not applied through the assessor may 
make an application to the county auditor or direct to the fund 
between June 1 and July 15. The insurance is therefore no 
longer semicompulsory, but its solicitation by the tax officials is 
compulsory, and this probably helps to prevent the adverse 
selection that is encountered when the farmer must take the 
initiative in seeking insurance. 

At Dec. 31, 1943, the fund’s annual report showed a surplus of 
$3,403,140. During the year 1943 it wrote 15,434 policies for 
$11,623,714 of insurance on 1,544,271 acres, collected in taxes and 
cash premiums $1,062,713, and paid losses of $1,283,086. This 
was an unfortunate year in which some loss in surplus was sus- 
tained. The figures are cited as evidence of the size of the fund. 
Its operating expense is low and, on the whole, since 1919 it 
appears to have been successful. The states of Colorado, Mon- 
tana, Nebraska, and South Dakota have similar funds though 
they are not so large. The North Dakota fund may be taken 
as typical. 

Under the North Dakota plan a flat tax of 1 cent per acre was 
levied each year on all tillable land in the state to create a surplus 
for the hail-in«urance fund* until a surplus of $4,000,000 was 
built up.* The fund is operated by a manager under supervision 

*See Animal Report of Hail Insurance Department of State of North 
Dakota far 1928. 

* At first 3 cents per acre, but reduced in 1923 to 1 cent. 

* In 1935 the amoimt to be retained as permanent surplus waa reduced 
to 13,000,000 and the excess of $1,038,865.41 which had been built up to 
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of the Insurance Commissioner. The indemnity offered by the 
fund is on an acreage basis and, at the option of the farmer, may 
be either $5 or $8 per acre. If the original application was for 
$5, it may be increased to $8 on application before July 15 and 
before a loss has occurred. 

On the occurrence of hail damage, the loss is adjusted by the 
representatives of the fund, and a warrant is issued on the State 
Treasurer. In October, after the close of the season, the Insur- 
ance Commissioner is required to estimate the tax required to 
pay the outstanding warrants and expenses of the fund. This 
amount is then levied as a tax on those insured and is payable in 
March, as are other taxes. This is called the “indemnity tax.” 
The statute fixes a maximum tax rate in any one year at 10 per 
cent, but provides for graduation by districts. In operation the 
law has been interpreted to permit the rate in certain districts to 
exceed 10 per cent, provided the total levy does not exceed 10 per 
cent of the amount at risk in the state. It is the apparent theory 
that the surplus is to take up the balance in bad years. The 
provision for this use of surplus had not been made in 1923, and 
losses of that year had temporarily to be settled at 80 per cent of 
their amount, until a special act was passed in 1925 permitting 
the use of surplus to pay the other 20 per cent. 

The outstanding features of this scheme are 

1. Insurance with the state is arranged by the tax assessor in connection 
with the annual tax assessment. 

2. The premium is collected as a tax through the taxing machinery of th« 
state. 

3. The state does not guarantee the insurance except through the surplus 
of the fund. 

4. The amount of insurance is limited and must be one of two amounts 
per acre. 

5. There is no selling cost, and the expenses of management are very low. 

In other states where the primary listing is on the initiative of 
the fanner, the funds have not attained such importance. Par- 
ticularly where the levy is made at the end of the season there 
is no reason why a compulsory or semicompulsory fund should 
not always be able to pay its losses, if the statutory maximum tax 

Dec. 31, 1934, was transferred to the State Equalization Fund. At June 
30, 1044, it had not yet been returned to the Hail-insurance Fund. 
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is not set too low. The absence of selling cost represents such a 
saving iw-will offset a considerable extra cost which might be inci- 
dental to such' inefficient management as usually characterizes 
governmental business and to loose adjustment and overpay- 
ment of losses. 

The greatest disadvantage is the inflexibility of the system in 
providing only two fixed rates of indemnity. Removing restric- 
tion on indemnity would add to the operating cost, for it would 
open the door to moral hazard and adverse selection. Most farm- 
ers would probably let the listing stand at the automatic limit. 
Those anticipating more severe losses would probably increase 
the amount. To guard against such adverse selection and treat 
^ equitably, careful underwriting and more precise rate making 
would be necessary. This requires skill and experience and 
would have to be paid for. There is, of course, always the danger 
of political favoritism in loss settlement and in granting insurance, 
though there seems to be no evidence of this in North Dakota. 

Federal Crop Insurance. — Private insurance not successfully 
solving the problem of general crop cover, ^ Congress passed, in 

1938, as Title V of the Agricultural Adjustment Act, the Federal 
Crop Insurance Act, setting up the Federal Crop Insurance 
Corporation and appropriating $100,000,000 for its capital. In 
practical operation it was administered as a quasi-bureau of the 
Department of Agriculture. Expenses were to be paid by the 
government. Originally it was authorized to insure only wheat, 
but by. amendment in 1941 it was authorized to extend insurance 
to cotton and other crops. Insurance was offered on wheat in 

1939, 1940, and 1941, and in 1942 on wheat and cotton. Pre- 
miums and losses were payable in kind to keep the yield hazard 
separate from price movements and were on a quantity basis only, 
regardless of quality. The indemnity offered was for the defi- 
ciency of the harvest under 75 per cent of the normal or average 
yield. The insi^nce was voluntary, and about 18 per cent of the 
wheat acreage was insured for the years 1940 and 1941, and less 
than 10 per cent for .the year 1939. There was evidently a strong 
adverse selection, and the losses for all 3 years were greatly in 
excess of the premiums.* 

‘ See p. 146, 

* See Clendinin, J. C., "Federal Crop Insurance in Operation.” 
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The bad experience led to a strong movement in Congress to 
abolish the program, and the 1944 and 1945 Agricultural Appro- 
priation Acts, providing funds for the fiscal years ending June 30 
of each of the years named, stipulated that the capital- funds 
provided could be used only to liquidate existing contracts on 
wheat and cotton crops planted before July 31, 1943. The act 
was further amended in December, 1944, removing the restric- 
tions imposed by the appropriation acts and providing for insur- 
ance on wheat, cotton, and flax planted in 1945 and for trial 
insurance in 1945 on com and tobacco in not to exceed 20 repre- 
sentative counties, and in subsequent years on other crops. 
This program is still in the experimental stage. It is intended 
that the scheme shall ultimately be self-supporting. No part of 
the capital may be used after crop year 1949.^ ' 

War-risk Insurance. — ^Losses due to war are generally excluded 
from private insurance contracts.® With the introduction of 
submarine warfare in the First World War the peril was so greatly 
increased that the marine-insurance market became demoralized, 
and the belligerent as well as neutral governments set up war- 
risk-insurance bureaus. Aside from the soldiers’ and sailors’ 
life-insurance system no other war-risk insurance scheme was 
set up in the United States during that war. In the Second 
World War the personal insurance of soldiers and sailors was 
covered as described above,® and two other schemes were set up. 

Marine War-risk Insurance . — In the Merchant Marine Act of 
1920 there was set up a revolving fund in the United States 
Treasury to be used by the United States Shipping Board to 
provide insurance as it deemed necessary, on the interest of the 
United States in ships sold by the Board subject to mortgage. 
Title II of the Merchant Marine Act of 1936 vested in the Mari- 
time Commission provided for by the act to succeed the Shipping 
Board, all the powers of the Board, including the use of the revolv- 

‘ Public Law 551, 78th Congress, 2d Session. Summarized in U.S. 
Government Manual, 1945, issued by the Office of War. Information. 

* The perils clause of the marine-insurance policy includes war risks, but 
in' practice, when war is declared or strongly threatening, the underwriters 
have excluded them by endorsement, covering them, if at all, by another 
endorsement at an extra premium. 

’ See pp. 291-294. 
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ing fund for insurance. In 1940, the act was amended, ^ designat- 
ing the fund as the Marine and War-risk insurance fund and 
authorizing the Commission to provide, directly and by reinsur- 
ance, war-risk insurance to United States shippers. At that 
time it prohibited insurance on vessels or cargo if contraband was 
carried. Early in 1942, the United States then being at war, 
this restriction was removed. The operation of the fund was a 
war secret and particulars are not available. There was some 
writing of war risks by private carriers, but the great bulk was 
carried by the fund operated by the War Shipping Admimistra- 
tion. Published rates for war-risk insurance fluctuated as war 
conditions changed, but the influence of the government action 
in stablizing the market was clearly evident. This government 
action was not in competition \vith private insurance but rather 
in cooperation. There is no reason to suppose that the scheme 
will be continued except, perhaps, as in the Maritime Act of 1920, 
to cover the interest of the government in ships that it may sell 
on credit terms. 

War-damage Insurance Other Than Marine. — On Dec. 13, 1941, 
at the request of the Secretary of Commerce and with the 
approval of the President, the Reconstruction Finance Corpora- 
tion set up, under Sec. 1 15 (d) of the R.F.C. Act, the War Damage 
Corporation with a capital of $100,000,000 to meet the demand 
for insurance against war damage. By an act approved Mar. 27, 
1942, section 5(g) was added to the R.F.C. Act specifically provid- 
ing for the War Damage Corporation and its functions. 

The Corporation insured individuals “against direct physical 
loss or damage to the property described in the attached applica- 
tion which may result from enemy attack including any action 
taken by the military, naval or air forces of the United States in 
resisting enemy attack.” The policy followed in its general terms 
the fire-insurance policy so far as applicable. The Corporation 
used in its operations the existing insurance facilities of the fire- 
and casualty-insurance business. Fire- and casualty-insurance 
companies willing to serve were appointed fiduciary agents of the 
Corporation for the purpose of issuing policies, collecting pre- 
miums, and assisting in adjusting losses, and were authorized to 
use agents and brokers as in their usual practice to place the 

* Public Act 677 of the 76th Congresa. 
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insurance. Premiums collected by the fiduciary were held in 
trust for the Corporation and deposited weekly in the nearest 
Federal Resen'^o Bank to the credit of a special War Damage 
Account. The fiduciaries were required to keep a complete 
separate system of books, records, and accounts which were the 
property of the War Damage Corporation. Monthly reports 
were made to the Corporation. The contract with the fiduciary 
provided that it should check proofs of loss as received from the 
Claim Service Offices and certify them to the custodian bank for 
payment. The producer’s commission was limited to 5 per cent. 
The fiduciary had a 10 per cent underwriting participation. 

Though the producer’s fees scarce paid the expense of dealing 
with their clients and writing up the policies, they did a good 
patriotic job. In 1942 about 6,000,000 policies were issued for 
approximately 140 billion dollars of insurance. About 1,000,000 
policies were not renewed in 1943, and the amount of insurance 
in force dropped to about 126 billion dollars. As of Dec. 31, 1943, 
the Corporation had received about 218 million dollars in pre- 
miums after paying all expenses. Claims had been made for 
$72,899.74. On Mar. 31, 1944, all policies in force were auto- 
matically continued without further payment of premium for 1 
year from their expiration date, and on Feb. 28, 1945, all policies 
then in force were similarly extended 1 year from their expiration 
date without further payment of premium. As of the present 
writing^ these policies are still in effect, though with the close of 
hostilities the risks have terminated.® The Corporation is still 
in existence, and there is some uncertainty as to liabilities for 
damages in the Philippines. Practically, the Corporation’s 
work is done, and it will undoubtedly be liquidated along with 
other war agencies. 

State Workmen’s -compensation -insurance Funds. — State 
workmen’s-compensation-insurance funds, whether monopolistic 
or competitive, are usually under the administrative control of 
the state commission supervising the operation of the workmen’s 
compensation act,® which appoints the manager and staff and 

‘ October, 1945. 

* Theoretically, there may still be balloon-borne bombs released from 
Japan during hostilities which may cause fire damage 1 

• See Chap. XIII for discussion of relation of commissions to workmen’s 
compensation laws. 
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otherwise acts as does the board of directors or trustees of a stock 
or mutual corporation. In some states there is now provision 
for appointment of a body of policyholders to serve as directors 
or advisors. 

Under the monopolistic laws, insurance with the fund is usually 
compulsory unless permission is granted for sclf-insurance. The 
classification of risks is sometimes set up in the law and some- 
times left to the management. Class rates are usually made 
up from statistical data derived from the experience of the fund. 
Sometimes an attempt is made to adjust rates closely to the 
hazard and sometimes, in view of the monopoly, close adjust- 
ment is not attempted. Usually the premiums are not collected 
by the taxing agencies but by the fund itself. The claim pro- 
cedure is much the same as in a private company. In general, 
the insurance is nonparticipating, i.e., the rates are low and 
there is no refund at the end of the year, but, if there is a surplus, 
a reduction of future rates may be made. 

The competitive funds find it desirable to organize in much 
the same manner as stock or mutual companies. In fact, it is 
not inappropriate to liken them to mutual companies, operated 
by the state, which usually offer no state guarantee but refund 
dividends if the rates prove higher than necessary to pay losses 
and expenses. The policy is very similar to that of a private 
company, but there is no assessment liability. 

Since the states disclaim any liability beyond the fund itself 
and since insurance with it releases the employer from all liability 
for payment of compensation, there is no one to whom injured 
worker claimants can look for indemnity should the fund fail; 
but it is inconceivable that any state would fail to recognize the 
moral obligation of making good the payment of claims against 
the fund under such circumstances. A monopolistic fund could 
make good a deficit by raising rates, but a competitive fund 
is not in a position to do so. Most of the competitive funds, 
however, have substantial surpluses at the present time, so that 
the question of guarantee is of little practical importance. 

State compensation-insurance funds that have soliciting staffs 
pay them regular salaries and do not pay commissions to agents.' 

1 Some state funds do not solicit; others have branch offices whose man- 
agers give part of their time to solicitation; still others have employees 
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Owing to the strong arguments against it used by its competitors, 
the employer insuring with the state fund usually does so only 
after careful investigation, and the business is correspondingly 
persistent, bringing about a proportional reduction in expense. 
In that respect the state fund is in a situation similar to that of a 
strong mutual company. 

Usually the competitive fund is given a monopoly of the field 
of public corporations (cities, towns, etc.), which gives a nucleus 
of business at all times. This is claimed by competitors to be 
an unfair advantage. 

Arguments for State Insurance. — Proponents of state life 
insurance have generally argued that the conduct of the business 
by private enterprise involves needless competitive expense and 
that the establishment of the state fund is necessary to furnish, 
at the lowest possible cost, this real economic necessity from 
which the State benefits as well as the individual. 

Opponents have pointed out the clear evidence that life insur- 
ance will not “be bought over the counter” but must be carried 
to the individual, urged, even forced upon him, and that the 
selling cost is justified by the missionary work. 

Undoubtedly there is some waste energy in competitive selling, 
but this is relatively small in comparison with the total cost. 
Probably the worst feature of such competition is overselling or 
lack of adequate explanation and fitting of the insurance program 
to the needs and capacity to pay of the insured, leading to 
excessive lapse and surrender ratios. If the lapse occurs before 
the policy has paid its own cost, this results in loss to the company, 
which means greater expense charges to persisting policyholders. 
Since the surrender charge in the early years is large, this also 
results in loss and dissatisfaction to the surrendering policyholder. 
Also there is reason for saying that insurance is sold in some cases 
in such small amounts as to do little good, i.e., to be largely 
wasted in costly funerals, new clothes, and the like; although 
the cost in these cases may have imposed a hardship. How far 
this takes place is uncertain. Such cases have been reported 
by social-service workers. On the other hand, there are cases 


whose major, if not sole, job is solicitation. In no case is the soliciting 
staff numerous. 
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where what has seemed utterly inadequate insurance has pro- 
vided the means to start a family on the upgrade. 

At any rate it does not appear that state insurance is the 
remedy. The few who took insurance from the state fund on 
their own initiative would probably be more persistent. It 
seems doubtful that the representatives of a state fund, if it 
entered upon a selling campaign, would do a better job in working 
out suitable life-insurance programs than is done by the repre- 
sentatives of private insurance under present conditions. Rather, 
the need would seem to be for better education of agents and 
policyholders in life-insurance principles and in the use of eco- 
nomic resources. The private carriers are realizing this and are 
endeavoring to train agents to be something more than ju.st sales- 
men. There is also a strong trend toward rating an agent’s 
business for quality and persistency and basing his remuneration 
in part on indices indicative of the degree to which his business 
possesses these characteristics as well as upon the manner in 
which he services his business. 

The arguments for and against state hail insurance have been 
discussed. North Dakota is almost exclusively an agricultural 
state. In another community Avith more diversified industries, 
the argument might well be raised that what is done for one 
should be done for all, that all should be taxed to create a surplus 
for a fire-insurance or some other insurance fund, and the fund 
be operated by the state. Forced to its logical conclusion, the 
argument for state hail insurance leads to the establishment of a 
state insurance fund for meeting all the insurance needs of all 
citizens. Such a fund could undoubtedly be made to work, 
though it would require many safeguards against adverse selec- 
tion and moral hazard. But it is not in accord with the theory 
and spirit of American political institutions. There is, however, 
preeedent in the government operation of the post office, and in 
postal competition with the private express companies, as well 
as municipal operation of watenvorks and street railways. 

In the case of workmen’s compensation, the situation is some- 
what different from that of either life or property insurance. 
The state imposes the burden of workmen’s compensation and 
Insurance against it on all employers, with the exception of certain 
classes. If such insurance is not obtainable by certain employers, 
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their work cannot go on. It is possible, and sometimes happens, 
that all private stock and mutual companies, either through con- 
spiracy or otherwise, will decline a particular risk.’^ This would 
drive the owner out of business. If the business were so hazard- 
ous that such would be the result, it might be best that society be 
deprived of products bought with such blood cost or that the 
processes be reformed to a safer standard by such force. But 
this view has not been advanced. It is argued that the state, 
having required insurance, must see that the means are available 
for complying mth that requirement. It is argued further that 
it is necessary to see not only that the means are available but 
that they are available at reasonable cost. 

Organized labor has consistently argued for monopolistic state 
compensation insurance. The major argument of' this group 
is that there is no place for private profit in connection with the 
injuries of the worker. They have maintained that the stock 
companies, in striving for profits, will be niggardly in claim 
settlements and unfair to the injured worker, and have cited 
past abuses in certain cases under personal accident-insurance 
policies. They have also alleged that the desire to return large 
dividends to employers will have the same effect on mutual 
companies. And they point further to the economics of monop- 
olistic operation, arguing that the whole premium charged the 
employer is what he regards as the cost of insurance, and that he 
will not object to more liberal benefits if the total cost is still 
low relatively to that of his competitors.* 

For the competitive state fund, it is argued that it is necessary 
to set an example of fair and liberal claim treatment and efficient 
organization, as well as to assure every one an opportunity to 
insure. 

Arguments against State Funds. — ^Against the state funds it is 
argued that the whole idea is “un-American.” The precise 
meaning of this word is debatable, but those using it seem to 

1 In several states which have no state fund the private carriers have 
arranged pools to provide insurance for those who cannot get insurance 
otherwise. For service purposes the risk is assigned to one carrier. Hence 
these pools are called assigned-risk pools. 

* In at least one state the operations of a monopolistic fund have appeared 
to be more in the interests of low cost to employers than liberal benefits to 
workers. 



308 


INSURANCE 


mean that it is contrary to our political ideas for the state to 
undertake what is, or has been, done by private enterprise. This 
does not seem to be wholly justified, as the examples previously 
cited show. The cases where the government has conducted 
such operations have been where they have been natural monopo- 
lies or great public conveniences. The workmcn’s-compensation- 
insurance business certainly comes within the latter class. 

It is also argued that state insurance is unnecessary. Here 
the case seems to be better founded, at least as to the competitive 
fund, for in certain states where no state fund is found conditions 
are admittedly on a par with the best. 

A further argument is that the fund will become the football 
of politics. That politicians will try to use it cannot be gainsaid. 
Its fate will then depend on public sentiment toward it, on con- 
ditions of the civil service, and on the interest of its policyholders 
in rousing public sentiment to protect it, or in frightening a 
political management into good behavior. 

Again it is argued that if it is kept out of politics, the stifling 
atmosphere of civil service and budgetary restrictions will kill 
its spirit. The effect of these things cannot be denied, yet state 
funds have grown and made a good record despite such handicaps, 
when the managers have had the courage to carry on and grimly 
fight for a better opportunity properly to conduct their work. 

It is argued that state funds, concentrating on economy, do 
not show the same interest in the work of accident prevention 
and risk improvement which is more important than compen- 
sation. It cannot be denied that the monopolistic funds have 
failed here. Some of the competitive funds have made a splendid 
record in this respect, while others have found it impossible 
because of budgetary limitations. 

The employer in the monopolistic state has no choice of 
methods of insurance unless his scale of operations justifies self- 
insurance and th^^state law permits. In some cases, when his 
resources do not so justify, he may secure that privilege and 
procure reinsurance with a stock or mutual company. In the 
states where competitive state funds exist he will find it desirable 
to consider the net cost of state insurance in comparison with 
stock and mutual insurance, taking due account of dividends and 
also to consider the type of preventive and other service rendered. 
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It hardly seems likely that the result, in the light of about 
30 years of competitive operations, will be the elimination of 
either state funds or private carriers from the field. There is 
reason to believe that the competition of mutuals and state 
funds has been a powerful factor in preventing increased cost due 
to competition for salesmen. 

Savings-bank Life Insurance. — Following an extensive inves- 
tigation into life-insurance practices by a committee of the New, 
York Legislature in 1906, in the course of which the heavy 
expense involved in the conduct of life insurance on the weekly- 
premium (industrial) plan was emphasized, the late Louis D. 
Brandcis induced the Legislature of Massachusetts to pass an 
act^ pennitting the savings banks of that state, which are non- 
profit trustee institutions, to establish insurance departments for 
the issuance of life-insurance policies, under certain provisions 
which would assure that such insurance would be on safe lines 
and at low cost. The act provided for a central governing board 
picked from among the trustees of the several banks who should 
be responsible for the general working plan of all the banks, a 
single state actuary, and a single state medical director, who 
would serve all banks. The bank establishing a department was 
required to obtain by subscription a guarantee fund on which the 
same interest would be paid as paid to depositors, and which was 
to be retired when a surplus equal thereto had been built up by 
the insurance department of the bank. Four per cent of the 
total premiums of each bank was to be paid into a central General 
Insurance Guaranty Fund for all the banks until it reached 
$100,000 after which it could provide the required guarantee for 
a new bank. This point was reached in 1921, and since then the 
fund has provided the guarantee funds for new banks. Originally 
no single policy was to exceed $500. This limit was raised in 1916 
to $1,000, but one person might hold policies with several banks. 
The banks have set a total limit of $25,000 for any one person. 

Under Brandeis’ leadership the Massachusetts Savings Insur- 
ance League® was fonned, with former Gov. W. L. Douglas, a 
shoe manufacturer, as president. This league promoted passage 
of the law and the adoption of the plan. The banks were not 

‘ Chapter 178, Laws of 1907. There have been subsequent amendments. 

2 Later incorporated as Massachusetts Savings Bank Insurance League. 
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enthusiastic about it in the beginning. Between 1908 and 1912 
only four banks established insurance departments, though some 
others acted as agents for them in placing insurance and collecting 
premiums as did some important manufacturing establishments 
for the service of their employees. No other bank established an 
insurance department until 1922. By Oct. 31, 1945, thirty-one 
banks had established departments. The system grew very 
slowly at first. Ten years after the first bank established an 
insurance department the total savings-bank life insurance in 
force had not reached $10,000,000. It took 26 years to reach 
$100,000,000. By Oct. 31, 1945, there was over $260,000,000 
in force. 

During the early years of the system propaganda for it was 
carried on by the League and cooperating emplo5'^ers through 
addresses at meetings and distribution of literature. The 
expenses of the office of the State Actuary and State Medical 
Director were borne by the state. The law also provided for the 
General Insurance Guaranty Fund to which each bank contrib- 
uted and which guarantees the obligations of all banks and 
forms a basis for pooling mortality experience. The system is 
supervised by the state through the office of the Insurance Com- 
missioner and the Division of Savings Bank Life Insurance. In 
1915 that division was authorized to employ two instructors to 
present the plan to workers. Through the maintenance of that 
office, as well as the State Actuary and State Medical Director, 
the state furnished a considerable subsidy in the early years for 
supervisory, administrative, and promotional work. In 1927 the 
banks were required to reimburse the state for some expenses, 
and in 1929 a program of progressively increasing reimbursement 
was adopted so that from 1934 pn the system has bonie all its 
own expenses. There is no direct selling by solicitors or agents 
paid qjther by salary or commission. 

In 1938, the ba^s having insurance departments formed the 
Savings Bank Life Tnsurance Council for the purpose of coordi- 
nating their activities and assuming certain functions previously 
performed by the state. The Council carries on a general 
advertising program through the preparation for distribution of 
leaflets and pamphlets by banks, credit unions, and employer 
agencies. It also sponsors some advertising over radio stations 
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and in newspapers. The extent of the advertising has grown 
with the system. 

The banks are required to keep their savings and their insur- 
ance departments separated, and the assets of neither department 
are liable for the obligations of the other. The banks issue ordi- 
nary-life, limited-payment-life, endowment, and renewable-term 
insurance policies, single-premium immediate, and annual-pre- 
mium deferred annuities. They limit the amount of annuities 
which an individual may buy to $100 income per month in all 
banks. The policies are similar in their terms to those issued by 
life-insurance companies. The nonforfeiture provisions begin 
earlier and are somewhat more liberal as there is not so high an 
initial expense to be recouped before a policy pays its own way. 
Premium payments may be made monthly, quarterly, semi- 
annually, or annually at the option of the insured. Brandeis 
was impressed by the fact that the regular depositor in a savings 
bank might well pay his life-insurance premium at the same time 
and place. Apparently the savings of expense by this method as 
compared to the house-to-house collection of industrial-insurance 
premiums was what led him to advocate the system. A popular 
plan among the banks and their policyholders is one in which the 
policyholder authorizes his bank to pay his premiums regularly 
from his savings account. 

The business of the banks has now grown to substantial pro- 
portions. The insurance is all participating, and the expenses 
are low. The result to policyholders is sound insurance at low 
cost. Representatives of regular life-insurance companies, partic- 
ularly agents and agency supervisors, complain that the system 
involves unfair competition, a not unusual complaint of those 
first in any field against entrants with a new idea. It is signifi- 
cant that the volume of ordinary and industrial life insurance in 
force in Massachusetts life-insurance companies has continued to 
grow, though whether at a lower rate than it would have had 
savings-bank life insurance not been established, it is impossible 
to say. 

Similar legislation was passed in New York in 1939 and in 
Connecticut in 1941. The extension of thq system has been 
strongly advocated as a public service by those of the “ advanced ” 
liberal persuasion. It received considerable publicity in the 
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T.N.E.C. hearings, and the U. S. Bureau of Labor Statistics has 
issued two bulletins on it.^ A bill to provide for the system was 
introduced in the California legislature in 1939 with the backing 
of Gov. Olson, though in that state savings banks are proprietary 
institutions. Bills have also been introduced in several other 
states. 

So long as the system is surrounded by proper safeguards as in 
the Massachusetts, New York, and Connecticut laws, there 
appears to be nothing unsound about it. As a part of the general 
movement toward cooperative effort for economic conduct, it 
seems likely that it will grow and spread and that perhaps its 
competition with stock and mutual life-insurance companies will 
lead to further improvement in life-insurance service. 

Though its selling campaigns have followed different lines from 
those of the regular life-insurance companies, the success of the 
system does not seem to negative the proposition that life insur- 
ance is rarely bought by persons in good health. It must be sold. 
Often it requires continxaing attention to keep it sold, 

SUMMARY 

1. State funds have been established 

a. As self-insurance funds to cover fire or other risks on 
state property. 

b. As a means of furnishing to citizens: 

(1) In competition with private corporations, 

(a) Life insurance. 

(b) Bank-deposit insurance. 

(c) Hail insurance. 

(d) Workmen’s compensation insurance. 

(2) As a state monopoly, 

^ (a) Workmen’s compensation insurance. 

2. State life-ingurance funds have not developed any material 
volume of business and do not appear to be needed. 

3. A state fund can probably furnish insurance against hail 
losses and many other kinds of property risks at a lower cost than 
private enterprise if it can be made semicompulsory. Thf 

^ Bulletin 615 in 1935 and a revision of it as Bulletin 688 in 1941 fron 
which much of the information for this section was derived. 
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difficulties attending this are probably not insurmountable in 
themselves. Such state activity is contrary to American political 
theories and traditions, and present circumstances do not seem 
generally to call for or justify it. 

4. A better case can be made for the necessity of a state fund 
in workmen’s compensation insurance, owing to the compulsory 
character of the insurance. 

5. Monopolistic state funds for workmen’s compensation 
insurance have shown low costs but have not been active in 
accident-prevention work. Their administration has tended 
to reflect the wishes of the group (workers or employers) in 
political control in the state. 

6. Some competitive state funds have been admirably 
administered; others have been on a par with mediocre private 
companies. 

7. State funds generally show a saving in cost to employers. 

8. The state does not guarantee state-fund insurance but, in 
the case of workmen’s compensation insurance, the facts of the 
case are such that it is morally bound to make good in case of 
insolvency. The monopolistic fund can be kept solvent by 
gradual adjustment of rates. The competitive funds generally 
have a surplus, and their lower cost of operation gives them a 
better margin to survive a period of low rates than the stock 
companies. 

9. Beginning in Massachusetts in 1907, there has been a grow- 
ing movement for savings-bank life insurance, sold, principally 
but not solely, to savings-bank depositors without personal 
solicitation by agents. 

10. The federal government has established and maintains an 
extensive system of life insurance for members of its armed forces 
and for continuance of insurance taken by veterans while mem- 
bers of the armed forces. 

11. The federal government also operates 

а. The Federal Deposit Insurance Corporation insuring 
bank deposits. 

б. The Federal Crop Insurance Corporation insuring farm- 
ers against crop failure, though this insurance is limited 
in its operations and is still in the experimental stage. 
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12. As wartime measures it also set up 

a, A marine and war-risk insurance fund to provide marine 
war-risk insurance. 

b. The War Damage Corporation to insure property in the 
United States and its possessions against physical dam- 
age by enemy action. 
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CHAPTER XVIII 

TYPES OF CARRIERS COMPARED 

With so considerable a variety of organizations offering their 
services in the insurance field, it must be evident that, by careful 
study of the relative merits of the several types, a person 
requiring insurance may obtain his insurance on better terms 
than by acting only on the representations of the salesman of a 
particular carrier. Likewise, he may avoid pitfalls into which 
the unwary might fall by considering price differences alone. 
In this chapter the outstanding points of strength and weakness 
of the several types will be considered. 

Private Underwriter. — ^As was indicated in Chap. XVI, private 
underwriters do not now conduct the business of insuring in this 
country. Indeed, in few if in any states would the statute permit 
them. The fact of their passing into the limbo of things forgotten 
may reasonably be considered to be due to their plan of operation 
not meeting the test. A review, therefore, of the weaknesses may 
point the way to avoid other errors in relation to insurance 
problems. 

The following are essential weaknesses that contributed to 
the elimination of this class of carriers: 

1. It would be practically impossible for an individual under- 
writer to secure a widespread business as cheaply as a corpora- 
tion, if he could do so at all. In the absence of a wide spread of 
business, he would be exposed to severe shocks in conflagrations, 
epidemics, and the like against which his private fortune would 
not be a sufficient guarantee. 

2. There is no assurance to policyholders that individual 
fortunes will not be dissipated in other enterprises. 

3. On the death of an individual his business must be wound 
up, and policyholders might be forced to replace the insurance 
at most inopportune times. 

Perhaps the entire matter might be summed up by saying that 
the corporation is a better vehicle for nearly all forms of business 

315 



316 


INSURANCE 


of a trustee or public-service type and that, therefore, the indi- 
vidual operator is eliminated as a competitor. 

Lloyd’s Associations. — ^Lloyd’s Associations do not operate 
generally in the field of life, accident, or health insurance, though 
certain contracts in these fields have been written by under- 
writers at Lloyd’s, London. Such business as is done by them is 
in the fields of fire, marine, and other types of property insurance. 
They play no important part in the insurance business of this 
country. 

Although the name is derived from that of the famous old Lon- 
don organization because of similarity of plan, it does not follow 
that all Lloyd’s Associations offer the advantages of that one. In 
general they do not. The weaknesses of individual underwriting 
noted above apply also to them, though with diminishing force 
dependent upon the strength of the articles of association, the 
size of deposits with trustees, and similar safeguards which may 
be adopted to protect their contracts. If there are corporation 
members, the question of their charter powers to undertake the 
business of insuring should be investigated by a prospective 
policyholder. 

If attention is confined to Lloyd’s, London, the following 
points may be noted as favorable: 

1. There is a tradition of sound insurance and honorable 
dealings surrounding the institution which all connected with it 
are jealous to maintain. If a group of underwriters became 
involved, their associates might come to their aid. This has 
occurred. There is now a general guaranty fund to protect all 
contracts issued by its members. 

2. The corporation of Lloyd’s endeavors to surround the 
underwriting members with such safeguards as will amply assure 
their responsibility. 

3. The syndicates of underwriters at Lloyd’s are composed of 
men of large resources which are unlimitedly behind their 
contracts. The5’'are usually managed by skilled underwriters 
whose careful selection of risks is a further safeguard. 

4. Lloyd’s is the center of marine underwriting and offers high 
likelihood of securing ample coverage. 

5. Lloyd’s underwriters specialize in their own fields, but all 
fields are represented in the underwriting room, so that unusual 
contracts may be placed with a minimum of effort. 
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6. Lloyd’s, London, is not restricted in its underwriting to 
fixed forms of contracts, and hence unusual types of contracts 
may be negotiated. 

7. Each underwriter limits his participation on an individual 
risk to a very small amount. 

On the other side the following arguments may be noted: 

1. There is provision for the operation of these underwriters in 
only one of the United States, and hence the contract must 
generally be negotiated and enforced abroad* or, at least, not 
in the state of the insured’s residence. 

2. In event of a dispute the contract must, theoretically, be 
enforced against each underwriter, though usually a judgment 
against one is accepted by all. 

3. Many of the contracts written appear highly speculative, 
though there seems to be a certain degree of regularity about 
these unusual risks when taken in the mass. 

Where the advantage of affiliation with Lloyd’s, London, is 
not present, the following further points should be noted: 

1. The security of the organization depends entirely on the 
individuals who compose it, as to both financial responsibility 
and integrity. 

2. It may be found that there is considerable “window dress- 
ing” in its personnel and that the important members have 
narrowly limited their liability. 

3. Owing to the individual nature of their contracts, they are 
not susceptible of careful governmental regulation and have not 
the discipline of the London organization to replace it. 

Regardless of the price at which insurance is offered, the person 
dealing with such an association should “proceed with caution.” 
Owing to the careful supervision of its underwriters by the “com- 
mittee,” this caution need not, however, be observed in dealing 
with underwriters at Lloyd’s, London. 

Stock Corporation. — The stock corporation is the modern 
organization for the conduct of business enterprises on a large 
scale and is, therefore, the present successor in the United States 
of the individual underwriter, whether operating on his own 

' Several states provide for surplus-line brokers who may place insurance 
in unauthorized carriers and such business, when the provisions of law are 
complied with by the broker, is not. illegal. But there is no machinery for 
aafpreing the contract in this country. 
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account or through a Lloyds Association. Its strength and 
weakness may be seen from the following discussion: 

The principle of mass stability assumes that the individual haz- 
ards composing the mass are completly independent of each 
other. If, for example, all the risks of fire assumed by a carrier 
were concentrated in a single city, a single conflagration might 
render payable the entire amount assumed by them. Clearly 
this would be too severe a strain even for a very strong company 
and it is, therefore, important that there be a geographical 
distribution of the risks assumed. A corporation cannot do 
business at a distance from its head ofiice without representatives 
at distant locations to act for it. Acceptable business docs not 
usually come to it, unless, as in the case of Lloyd’s, London, it has 
through the years (centuries in fact) established itself as the 
world market or center for its business. Consequently, the cor- 
poration must do business through agents, and agents always 
have to be paid. 

The average individual businessman or householder feels him- 
self entirely incompetent to solve the various insurance problems 
that may come to him and is prone to rely on his friends who may 
be in the business as agents or brokers for advice, both as respects 
amount and kinds of insurance to be carried and the companies 
with which it is to be placed. This places an enormous power in 
the hands of brokers and agents in the distribution of the business 
as between companies. 

Considering the fire risk as an example for the illustration of 
principles that apply to other kinds of risk as well, it may be 
noted that in New York, Chicago, Detroit, in fact in all our 
big cities, there is a tremendous concentration of valuable 
goods subject to risk of loss in a single conflagration. As a 
protection to its business as a whole, each company must restrict 
the total amount of risk it will assume in any such district to such 
an ikmount as, if the conflagration should take place, would be 
within the amoiBUt of its surplus funds. Consequently, there is 
always demand in the congested-value centers for additional 
underwriting capacity, and new companies are promoted to 
respond to that demand. 

But all companies wish to spread their operations as widely 
as may be in order to avoid too much influence from the partic- 
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ular forces at work in individual localities. Hence, they tend 
to seek business away from the congested-value centers also. 
Here the underwriting capacity available far exceeds the need, 
and competition is exceedingly keen for a share of this business. 
Since the business is controlled largely by individuals on grounds 
of friendship and other personal influences, the competition 
between companies tends to be primarily a competition for the 
services as agents of those controlling the largest amount of 
business. And the agents through associations have acted 
together to establish the most favorable conditions for themselves. 
Though the simile will be objected to from many quarters on the 
ground that the business of an insurance agent is a profession and 
membership in agent’s associations is not enforced, yet the 
situation is not unlike the conflict of interest between employers 
on the one hand and labor unions on the other. It is not, 
however, marked with violence. The result has been a steady 
increase in expense, since the company can secure more business 
by increasing commissions than by lowering rates. The com- 
panies have endeavored to regulate such matters from time to 
time by gentlemen’s agreements among themselves. It is 
always hard to preseiwe such agreements when the economic 
interests of some of those participating are apparently restricted. 
But it is doubly so when it is comparatively easy for a new 
interest to come in and, unrestrained by any such agreement, to 
compete against all.^ 

Though these arguments are stated in general terms, they 
apply with full force only to those types of insurance carriers 
which seek business through local agents paid on a commission 
basis. This is the method of the stock corporations* and the 
arguments apply with full force to them. If the agent as a 
middle man can be eliminated and as good a selection and distri- 

1 As this argument is phrased, it applies to fire and casualty insurance 
rather than life insurance. The law of New York places limitations on 
commission scales, and most large life-insurance companies follow these 
limitations. Among the yoimger companies of the West and South compe- 
tition still tends to raise commission scales, though reserve requirements and 
the need of meeting competitively the net costs of the large old companies 
tends to hold them down. The agents’ organizations in the life-insurance 
field also place less emphasis on the defense of commissions. 

• This point is more fully discussed in Chap. XIX. 
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bution of risks secured, the selling expense may be much reduced 
with a consequent lowering of charges to the insured. Therefore, 
as compared with those types of carriers which are able to do 
business with the public directly, the stock companies are at a 
disadvantage in this respect. 

The advantages claimed for insurance in a stock corporation 
are as follows: 

1. The cost of insurance is definite. The premium rate is 
fixed and is not subject to increase by assessment or decrease 
by dividend. The insured, therefore, knows exactly what he 
may count on.^ 

2. The capital and surplus are a guarantee of the fulfillment 
of the contract. 

3. The corporation will have a good business organization 
which will presumably so conduct the business as continually to 
keep it sound, since the stockholders who control it must bear the 
loss of their investment if it fail. 

4. The wide scope of its operations will further tend to safe- 
guard the insurance. 

6. There will be a businesslike handling of losses and claims 
and other service features are offered. 

The competitors of this form of carrier make the following 
counterclaims: 

1. That the cost of its insurance is inordinately high, owing to 
its agency methods and the conditions described above, and that 
the competitor’s form of organization does not involve these 
expensive agency relations. 

2. That their service is quite as businesslike as that of the 
stock carriers. 

3. That dividends on stock are a needless charge in the cost of 
the insurance. (These represent so small an item to an individ- 
ual policyholder that the appeal of the argument lies in its 
implication rather than in the fact of increase in cost.) 

4. That thelikt of failures of stock companies is as long as of 
other t3q)es or longer, proving that this form of organization does 
not necessarily guarantee sound management. 

* As the proposal for retrospective experience rating for workmen’s com- 
pensation insurance becomes generally adopted, this claim will not be true 
of that field. Some stock companies now issue participating policies in 
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6. That an equally good spread of business may be obtained by 
the particular type of organization advancing the argument, 
without involving the expense with which the stock companies 
are burdened. 

In short, the attack on this plan of operations centers on cost 
and particularly on the sales cost, it being alleged that the agent 
does not earn his remuneration by service and that the field is 
overorganized. Against this, stock-company advocates present 
the counterclaims that the agent is the only middleman between 
company and policyholder and that the selling costs are less than 
in the merchandising of most commodities and services. 

Assessment Mutual. — Associations collecting assessments after 
the loss, or maintaining only a minimum loss fund and collecting 
periodical assessments, depend for the liquidation of their losses 
on the ability of their members to meet assessments. If, through 
a conflagration or an epidemic, any considerable number became 
claimants, it would be most difficult to collect at the time when 
most would be required. Important as it is to all types of insur- 
ance carriers to keep the assumption of risk in particular localities 
or groups within reasonable limits, it is vitally necessary that the 
risks of this type of carrier be isolated. 

Its chief advantage is low cost of conducting its operations, a 
result of the simplicity of its organization. Hence, to be suc- 
cessful it must so conduct its affairs that its organization may 
remain simple. If it were to attempt risks of a considerable 
variety in degree of hazard, it would find it necessary to grad- 
uate its assessments according to the several degrees of risk, a 
problem calling for high skill, broad experience, and a correspond- 
ingly complex organization. Further, the knowledge among the 
membership that all were not assessed alike would raise with each 
member the question of the justice of his own assessment. 
Dissatisfaction would result, and a reluctance to pay which might 
be fatal to the organization. Hence, risks assumed by it must be 
homogeneous, both in type and degree of hazard. 

Since the assessment is made after the loss, the question may 
arise with each one assessed whether the loss has been fairly 


fields other than life insurance. Many stock life-insurance companies have 
for years issued participating policies. 
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settled or whether the company has been imposed upon. On 
his conclusion in this respect depends his readiness to pay. 
If the victim is his friend and neighbor, an element of good will is 
added which may overcome doubt as to the justness of the 
assessment. If those who settled the loss are his friends and 
neighbors, they will probably command his confidence. 

From the above discussion it mil be apparent w'hy this type 
of organization has been most successful in insuring against loss 
by fire of the houses or barns of farmers residing within a reason- 
able distance of one another. The risks are approximately 
alike in kind and degree. There is practically no conflagration 
hazard. Since everybody knows everybody else in the associa- 
tion, the moral hazard is reduced to a minimum. For one is 
reluctant to try to cheat his neighbors. Even if willing to try it, 
the chance of being found out is too great. The cost is reduced 
almost to the pure loss cost, the expense is so small. Only an 
unusual run of losses, or severe depression in the neighborhood 
rendering members unable to pay, has caused serious trouble. 

When these same associations have attempted to operate 
over a wider area, such as a state, or to take in business property, 
they have usually failed because of inability to control the moral 
hazard. 

They have also often failed in furnishing insurance against 
losses due to hail. Single hail storms have seriously damaged 
large areas and resulted in a type of loss with which these associa- 
tions cannot cope. 

This type of carrier has been very successful in the field of 
personal-accident insurance when confining its operations to a 
homogeneous group of risks, e.g., traveling salesmen, auditors, 
and the like. They have entirely failed in the field of life 
insurance. Since the risk of death increases with age, they could 
havp a homogeneous group only by limiting themselves to 
people of the same age. Even here, as the age of the group 
increases, assessihents increase in frequency or amount, or 
both. This tends to disgust the membership and cause healthy 
lives to withdraw and insure elsewhere, further increasing the 
cost, until the organization ultimately fails. On the other hand, 
when there is some other force, such as a common employment, 
which tends to keep the age of the group fairly constant and 
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which makes the payment of assessments to some extent a 
matter of sentiment, they have often been successful. 

This discussion may be summarized by saying that the chief 
advantage of assessment mutuals is low cost due to elimination 
of overhead, and that the price of that advantage is restriction 
of operations to such simple conditions as the organization is 
competent to deal Avith. 

Advance-premium Mutual Corporations. — The comparative 
position of mutual and stock companies differs considerably 
with the kind of insurance written. In the field of life insurance, 
for example, both types do business through agents paid by 
commission. In some other fields, likewise, the business is 
procured through agents working on commission,^ though, in 
many of the best of such organizations, the field representatives 
are paid a salary, and other means are used to cement the policy- 
holder direct to the company, rather than provide indirect 
contact through brokers and agents who are more or less inde- 
pendent business men. Where this can be done, there is a sav- 
ing in sales expense. 

The advantages claimed for this type of carrier are 

1. Lower net cost: 

o. Because of policyholder control, and operation solely in 
the interest of the policyholders. 

b. By elimination of charges for dividends on stock. 

c. By elimination or reduction of commissions to agents. 

2. Better service: 

a. Because more responsive to wishes of policyholders. 

b. Because service to policyholders being the sole cause of 
their organization there is no conflicting interest. 

3. Greater financial strength because there is more margin in 
the rates than in those charged by stock corporations. These 
mutuals usually charge the same rates or even higher ones than 

1 The practice in mutual companies in these fields of paying agents by 
commission is becoming increasingly common. Since the agents recognize 
that if expenses tend to rise the dividends (their main competitive talking 
point) will tend to fall, they are content to accept a lower scale than is 
paid by the nonparticipating companies. This is also true of the agents of 
stock companies in respect to participating business. 
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the stock companies. The reduced cost is due to dividends paid 
to policyholders after the period for which the premium was paid 
has expired. At the same or higher rates and with lower expenses, 
larger losses may be met without impairment of protection 
though dividends may not be paid. 

4. A better class of risks can be secured through cooperation of 
policyholders. 

Analyzing these claims in the light of experience one finds they 
are sustained in some cases but not in others. The facts in 
opposition should therefore be set forth. 

1. The policyholder’s control is usually nominal and seldom 
more than potential. There is great difficulty in bringing a 
large body of persons together for a corporation meeting. 
Such meetings are, in the vast majority of cases, composed of 
but a few persons, each representing a group of interests whose 
proxies he holds. The management of a mutual corporation 
is in position to perpetuate itself in power because it has, in its 
organization, the best means of securing for itself (or if the law 
prohibits, for its friends) the necessary proxies. Unless the 
policyholder has a large equity in the company which he cannot 
withdraw without injury to himself (not generally the case), 
he will prefer, if he becomes dissatisfied, to drop his insurance 
and place it elsewhere. The history of this type of company 
has therefore shown a considerable tendency to nepotism and its 
corresponding weaknesses. 

On the other hand, an opposition ticket is always a potentiality, 
and the publicity attending a fight on such a subject would 
seriously injure the company from which the management 
draws its salaries. This tends to be a check on extravagant 
tendencies. 

This characteristic, therefore, may be a source of strength or 
weakness depending on the interest that the able policyholders 
take in the busjpess, and on the wisdom of the management, both 
of which vary from organization to organization. An able man- 
agement is not likely to be turned out. On the other hand, 
rarely, if ever, does a transfer of stock in a well-established stock 
company result in turning out an able management. 

2. The charge for dividends on stock looks important in the 
aggregate. It sometimes appears large when the rate of dividend 
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on stock alone is quoted. But when it is borne in mind that the 
funds representing both capital and surplus serve merely as a 
guarantee and, not being used as working capital but being 
invested in interest-bearing securities, earn a large part or all of 
the dividend on the stock, it will be apparent that the charge on 
current premiums is usually so small as to be inconsequential. 

3. If commissions to agents are eliminated or reduced, there is a 
corresponding gain, unless some other expense replaces the 
reduction in commissions and unless the agent or broker performs 
for his client services equal in value to the excess of his premiums 
in the stock company over the net cost in the mutual company. 
Since it is on this point that the mutual company lays its greatest 
stress, further discussion is appropriate. 

It has already been noted that the indifference of the policy- 
holder in placing his insurance gives the agent the whiphand 
in negotiating with the companies for his remuneration. The 
argument of stock-company representatives against mutual 
insurance is the liability of the policyholder to assessment if the 
company gets into difficulty. To test the merit of this argument, 
which may either point out a danger or merely be a bugaboo 
to frighten the thoughtless, the policyholder must carefully 
study the company. If he does so and is satisfied that the 
danger of assessment is negligible and the probable savings 
great, and, therefore, takes his insurance in the mutual company, 
he does not merely give his insurance to the mutual’s repre- 
sentative as he had to a broker. He joins the company. When 
the policy expires, if his dividend corresponds to his expectation, 
he is ready to renew with that company. His renewal can often 
be secured by correspondence. In a careful investigation in a 
large mutual company writing workmen’s compensation insur- 
ance, it was found that the cost of securing a new policyholder 
was approximately that of a stock company, but that the cost of 
securing its renewal orders averaged about 90 per cent less. 
When the mutual company does not have the assessment clause 
in its policy, the incentive to a thorough, investigation of the 
company by the policyholder, which existed in the former case, is 
removed. He, therefore, is not likely to become so cemented to 
the company, to regard it with pride as his company. If another 
proposal is put to him that looks as attractive, or more so, he is 
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less likely to take it up with his company before acting. It will 
require a more constant alertness to retain business. Thus the 
expense is likely to be greater. When the mutual operates 
through agents and brokers, there is no reason to expect that 
renewal expense will be lower than initial expense, unless there is 
a substantial equity which serves to hold the policyholder as in 
life insurance. 

Because of prospective lower cost to policyholders through 
dividends, it is sometimes easier for an agent or broker to sell a 
policy in a mutual than in a stock company, and the agent may 
be willing to sell on a lower scale of commission. The mutual 
companies that remunerate their agents on the commission 
basis do usually pay a lower commission, both first year and 
renewal, than is paid by the competing stock companies. 

In the field of life insurance a different situation is found, 
since the plan of remunerating agents is the same for both types 
of carriers, though, rates for nonparticipating insurance being 
lower and policies therefore easier to sell, the commission scales 
are lower and the selling cost less. The stock company offers 
insurance at a fixed rate; the mutual company quotes a higher 
initial rate and holds out a prospect of dividends which will 
bring the net cost to a lower point in the long run. Assuming 
equal efficiency in management, the results will depend in part 
on whether the mortality actually experienced by the mutual 
company equals, exceeds, or falls below that anticipated by the 
stock coinpany in making its rate. In general, the trend of 
mortality in recent years has been toward a lower rate.^ If this 
continues, the policyholder in the mutual company will obtain the 
benefit of it. The relative cost will also depend on whether 
the rate of interest earned by the mutual company on its invest- 
ment equals, falls short of, or exceeds that assumed by the stock 
company in making its rate. Here the ground for prediction 
is none too sure^for since the First World War the trend of inter- 

* The fall in the rate of interest in recent years has forced reduction in 
dividend rates on existing policies with some disappointment to their holders 
and a less favorable relation to what nonparticipating insurance would have 
cost. But companies are finding it necessary to base nonparticipating rates 
on new policies on lower interest assumptions and thus increase them. As 
conditions become stabilized, the old relation seems likely to be restored. 
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est rates has been doAvnward. However, the stock company 
must adopt a reason&bly conservative basis lest its own safety be 
endangered. There are other factors which enter into the prob- 
lem, but those mentioned are the most important. ! 

4. Whether or not there is better service depends on the 
interest taken by the policyholders, the ideals of the organization, 
and its personnel. The factory mutual fire-insurance companies 
are concerned with fire-prevention engineering first and with 
insurance second. They set the highest standards of construction 
and maintenance as prerequisites to membership and maintain a 
finely trained engineering and inspection staff. The competing 
stock companies have formed the Factory Insurance Association 
to meet them, but this organization has not as yet the long record 
of service of the senior group of factory mutual-insurance 
companies. 

On the other hand, there are mutual companies whose service in 
preventive work and in other respects has been far below that of 
some of the far-sighted stock companies which have recognized 
that such service pays. 

5. The claim of greater strength through larger premiums is 
perhaps valid but tends to offset the argument on costs since 
this strength becomes available only by omitting or reducing 
dividends. 

6. The claim that the mutual companies get better risks than 
the stock companies can probably be maintained by some 
companies, but not by all. Where the agent, as with the stock 
company, is an independent busines.sman whose services are 
sought by other companies, he is in position to bring pressure to 
bear on his company for acceptance of dubious risks. Since his 
commission is based on premiums paid to the company, there is 
an incentive in that fact for him to do so, as well as in the desire 
to please his client who may give him more business. Unless 
the mutual company does business through agents on commis- 
sions, it is not open to this attack. 

If the policyholders take an interest in the company and 
realize that reduction in expense by larger volume of business 
and improvement in the loss experience by better selection of 
risks will increase their dividends, they are likely to recommend 
new risks and to be careful in their recommendation. This 
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gain, however, is often too small and remote to be much of an 
incentive. If the policyholders do not take such an interest, 
the selection of risks depends wholly on the management. If the 
desire to increase the size of the company, in order to reduce 
the proportion of premiums required for expenses, becomes dom- 
inant, a poor or mediocre selection of business may result. 

Where the solicitor is employed on a salary or a low commission 
scale, it does not pay to go after the smaller risks. Insurance 
under one policy covering a large plant (e.g., for workmen’s com- 
pensation insurance) can be administered more economically 
than insurance covering smaller risks to yield the same aggregate 
premium. Therefore, many mutual companies tend to seek the 
larger risks primarily. In the field of workmen’s compensation 
insurance, at least, there is evidence that the large risks tend to 
produce a better experience than the small ones. 

There arc, of course, many small risks needing protection in 
all fields of insurance. These tend to gravitate to the stock 
companies which, through local agencies, bring their services 
to their doors. From the social point of view it is important 
that they be able to secure protection. It would be unfortunate 
if there were not proprietary companies willing to assume their 
risks. Even with the severest competition between stock and 
mutual for large risks, there seems to be no likelihood of the 
stock companies being so reduced in number as to cause concern 
on this account. 

Reciprocal Exchange. — There is as great variability in the 
reciprocal exchange as there is in the mutual corporation. Its 
chief sales argument is reduction in cost through eliminating 
commission expense and simplification of management operations. 
Sometimes these ends are .realized in practice, sometimes they 
are not. 

* Many exchanges are adjuncts to trade organizations, automo- 
bile clubs, aq/i the like, and are really conducted by the advisory 
board in the interests of the policyholders. In such exchanges 
the attorney in fact is usually subject to the careful control of the 
advisory committee, which in some cases may substitute a new 
attorney in fact. 

On the other hand, some exchanges are organized by the high- 
pressure-salesman type of speculators who wish to control an 
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insurance enterprise but lack the capital to organize a stock 
company which will comply with the law, and cannot interest 
enough persons at the start to operate a mutual or, if they could, 
fear the probable loss of control. To this type the reciprocal 
exchange offers a ready vehicle. No responsibility attaches to 
the attorney for losses if the funds of the exchange prove inade- 
quate. If he can get a core of business on which to start, he 
can sell widely with no one to control his administration or 
underwriting, provided he stays within the law. He can provide 
in his power of attorney for such commission as he thinks his 
prospects will stand for, and may so word the arrangements that 
the members’ accounts are charged with taxes and sundry other 
expenses. He may continue for some time on a rising tide of 
business based on low rates, before the results of extravagance 
reveal themselves, by which time he may be in another business. 
A corporation as the attorney in fact may be of assistance in 
such operations. Unfortunately, such things have taken place, 
and heavy losses to policyholders and claimants have resulted. 
This, however, is an abuse of the system rather than an inherent 
evil. 

It is important for the prospective patron of such an exchange 
to examine cai’efully the power of attorney and the plan of 
organization of the exchange, as well as the record of the attorney 
himself as to both ability and integrity, for much power is to be 
placed in his hands, for the proper exercise of which only his own 
character and ability and his surety bond stand as guarantees.^ 

The statutory authorization of the issuance of nonassessable 
policies by mutual corporations and reciprocal exchanges and the 
general adoption of that form, at least by mutual corporations; 
the issuance of participating policies by stock companies; the 
ownership in the case of several large mutual corporations of 
stock companies writing other kinds of insurance which their 
policyholders may need; the adoption by reciprocal exchanges of 
dividend formulas patterned after those of competing mutual 
companies and state funds; retrospective rating plans which 
give rate adjustments, scarcely distinguishable from dividends, 

^ The competitive arguments for and against state insurance and savings- 
bank life insurance, insofar as they come into competition with insurance 
with other types of carriers, have been presented in Chap. XVII. 
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to holders of nonparticipating policies; the provision for advisory 
and even of full-powered boards of policyholder-directors of 
state funds — these developments of the last two or three 
decades indicate rather clearly that evolutionary change of form 
under the stress of competitive living is not limited to the realm of 
natural living organisms. In this evolutionary process, lines of 
demarcation between types, once sharp and clear, tend to become 
blurred. Without consideration of historical background some- 
times the distinctions seem meaningless. 

Distribution of Business by Type of Carrier. Life Insurance . — 
The total volume of legal-reserve life insurance in force, as of 
Dec. 31, 1944, by companies admitted to do business in New 
York, was $120,788,801,964. Of this 81 per cent was in mutual 
companies and 19 per cent was in stock companies. In addi- 
tion, there was $4,635,911,869 in fratemal benefit societies. 
Most of the stronger companies are admitted to New York, but 
the gross total figures for the United States as a whole will consid- 
erably exceed these. The proportions are fairly representative. ‘ 

Most of the earlier life-insurance companies in the United 
States started as mutual companies. As some of the older 
proprietary companies so grew in size that the capital was very 
small relative to total assets and as abuses of the proprietary 
control were found in the investigation of 1906, the movement 
began to mutualize them. There are more stock life-insurance 
companies than mutual, but the largest are mutual. This, rather 
than a special appeal of mutual insurance, causes the preponder- 
ance of mutual companies in the life-insurance field. 

Fire and Marine Insurance . — Since the reports do not give the 
risks in force for fire and casualty insurance, it is necessary to 
use premiums for this comparison. The total premiums on 
insurance issued in 1944, by fire and marine carriers admitted 
to do business in New York, were $1,275,106,675. Of this 88 per 
cent was b^ stock companies, 12 per cent by mutual companies 
including advance-premium cooperatives. Lloyd’s and recipro- 
cal exchati^;es wrote $6,019,364, a substantial figure in itself but 
only 0.5 per cent of the total for all classes of carriers.* Coopera- 

' Advance Printing of Principal Statistical Tables from New York Insur- 
ance Report, 1945, pp. 40, 161. 

* IMd., pp. 70-81. 
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tive town and- county associations total net assessments of 
$2,532,351* or less than 0.2 per cent of the total. However, such 
companies being strictly local and confined to fire insurance, this 
figure should be compared with the fire-insurance business of the 
other organizations in New York state alone to make a proper 
comparison. This was $85,218,826.* Thus the cooperative 
local mutuals wrote about 3.0 per cent of the total fire premiums 
of the state. As these cooperatives take only small risks, their 
proportion of the total number of risks is much larger. 

Casualty and Miscellaneous . — Of a total volume of $1,284,577,- 
099 of premiums received by casualty and miscellaneous 
companies admitted to New York, 74 per cent was in stock 
companies and 26 per cent in mutual companies.* • There are no 
reciprocal exchanges in these fields in New York. In some of the 
other states the exchanges write a considerable proportion of the 
automobile-insurance business. 

The business of the mutual companies is largely workmen’s 
compensation insurance, automobile insurance, and a small 
amount of other liability insurance. 

Of the total workmen’s-compensation-insurance earned pre- 
miums of $441,873,474 the State Insurance Fund had $34,191,- 
799,^ mutual companies $151,642,082, and stock companies the 
remainder. Thus the mutual companies had 34 per cent, 
the State Fund 8 per cent, and the stock companies 58 per cent. 
The mutual companies had 19 per cent of the automobile-liability 
business.* 

It should be noted that the state fund does business only in 
New York. Its writings were 28 per cent of the total New York 
premiums. 

The premiums on individual workmen’s compensation risks 
are large. The insured are business enterprises seeking to keep 
operating costs as low as possible. Hence the possible saving 
of mutual insurance has an appeal that is lacking in other casu- 
alty lines. Most of the mutual casualty companies began as 

‘ Ibid., p. 127. 

* Ibid., p. 107. 

» Ibid., pp. 138-142. 

* After adjustment to stock-company level of rates. 

‘ New York Insurance Report, 1945, Vol. Ill, Table 9. 
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workmen’s compensation carriers. As the increased demand 
came for automobile insurance they naturally spread to that 
field. In it also the premium to the individual insured is often 
relatively higher than on the other insurance he carries. 

SUMMARY 

Each one of the types of insurance organizations in the field 
has its peculiar strong and weak points. No one type can be 
unqualifiedly approved as best, or condemned as in no case 
worthy of confidence. In all cases, the important considerations 
are the standing and reputation of the particular concerns. 
Price should be a secondary consideration. If any part of the 
practices that involve cost can be dispensed with, there is a 
corresponding saving. The prospective policyholder, seeking 
the saving by eliminating broker or agent, must himself assume 
the responsibility of determining the standing of the company 
and of carrying on negotiations with its representatives. 

References 
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THE INSURANCE MARKET AND 
THE PROBLEMS OF THE 
INSURANCE CARRIER 

INTRODUCTION TO PART IV 

One unfortunate effect of the statutory and practical sepa- 
ration of the insurance business into distinct fields is the lack 
of appreciation of those engaged in one field. that the prob- 
lems of that field have their correlatives in the others. The 
essential unity of insurance principles is lost to sight and, 
instead, there comes subconsciously the impression that the 
insurance business is not one but several. This attitude has 
tended to further the popular impression of extreme complex- 
ity of the business, generally to its detriment. 

Although there are vast differences in the details of the 
problems presented to the insurance carriers in the different 
fields and although these problems take on different aspects 
according to the nature of the carrier’s organization, they do 
relate to things of the same nature. Their correct solution 
is governed by the same general principles. 

It is the purpose of Part IV to outline these essential prob- 
lems and the general principles governing them, as well as the 
more usual practical solutions of general application. Spe- 
cial adaptations of general principles and modification of 
corresponding practices are necessary to meet the variation 
in conditions in a particular field of risk bearing from those 
common to most kinds of business or variation due to the 
nature of the carrier. Much of such detail must be left to 
writers devoting their attention to special fields. In some 
cases, on reflection upon what has been said in earlier chap- 
ters regarding policy forms in different fields of insurance 
and the characteristics of the several types of carriers, the 
reader will recognize the nature of such adaptations. He 
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will, however, be well advised, in case of doubt, to consult 
the writings in the special field. 


CHAPTER XIX 

THE INSURANCE MARKET 

CARRIER’S SALES ORGANIZATIONS 

Carriers’ Need of Volume and Spread of Risks. — It will be 
recalled that the insurance business in all its branches rests 
upon the law of large numbers, and that the stability of the rate 
of loss increases with increase in the number of individuals 
subject to the same risk. Therefore, the stability of the insurance- 
carrier’s experience will increase with an increase in the volume 
of its transactions, and consequently it is to the interest of all 
carriers to seek as large a volume of business as the managers 
feel they can properly handle. There are also other cogent 
reasons why the managers of insurance carriers seek an increasing 
volume of business. In the case of a stock corporation every 
increase in profitable business means larger aggregate profits 
for stockholders. Further, whether justified or not when applied 
to businesses, there is a popular impression, dra\vn from observa- 
tion of natural organisms, that there is a natural law of growth 
and decline under which, when growth ceases, a decline inevitably 
sets in and ultimately brings decadence and death. Conse- 
quently, there is a popular mistrust of any business that is not 
showing “progress,” and even managers of mutual enterprises 
feel they must satisfy this popular test. 

Not only is a reasonsibly large aggregate volume of business 
necessary for the adequate operation of an insurance carrier, 
but likewise a reasonably wide spread. It is fundamental to 
the operation of the law of large numbers that the individuals’ 
risks be independent, that is, that the occurrence of the event 
insured against in one case shall not change the probability of 
its occurrence in another. In contiguous risks this is usually 
not true. A fire in one house endangers that next door. One 
person with tuberculosis endangers those with whom he comes in 
contact. Too great concentration of risk becomes dangerous. 
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If, for example, a fire-insurance company confined its operations 
to a single city, it might find its liabilities so great in the event of 
a conflagration that it could not possibly meet them. In fact, 
the early underwriters underestimated this possibility, and many 
of the companies were so destroyed. A carrier writing work- 
men’s compensation insurance in a single industry or region 
might find that a change in economic conditions which increased 
the accident hazard produced a serious problem for it, or that a 
shutdown of the plants of most of its insured would so cut down 
its business as to make its expense charges an excessive proportion 
of its income. Such adverse fluctuations are not so likely to 
occur if the business is more widely spread in area, or over a 
large number of industries. But the natural working of economic 
forces, Emerson’s mouse-trap assertion to the contrary notwith- 
standing, does not bring the desired volume and spread. It must 
be sought. 

Sales Organizations Necessary. — There are instances of 
mutual carriers which have grown to large proportions through 
the recommendation of satisfied policyholders to their friends. 
But these policyholders constitute in such cases a selling force, 
and they are usually constantly urged to this activity by letters 
from the management, not infrequently accompanied by offers of 
prizes and other special inducements. But these cases are 
relatively rare. Most insurance carriers find a well-organized 
sales staff essential. This is especially true where a stock 
corporation attempts to secure risks located in other communities 
than that in which its head office is located. Although one may 
order overalls or even pianos from the catalogue of a mail-order 
house, one is not likely so to order insurance unless one’s risk is so 
unusual in kind or degree that it is not sought by local repre- 
sentatives in the neighborhood. Persons seeking insurance for 
such reasons are so apt to be subject to high moral hazard that 
few managers are willing to take the chance, though there is 
one American life-insurance company that does business exclu- 
sively by mail, one British life-insurance company that operates 
without agents, and certain state funds that do business only 
over the counter.* 

lit is recommended that the student review what was said in Chap. 
XVII on this point. 
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Sales Organizations Differ by Type of Carrier. — ^Although 
nearly every insurance carrier has some sort of sales organization, 
the extent and form of the organization differ notably from one 
type of carrier to another. In the county mutual fire company, 
for example, the policyholders themselves seek to interest their 
neighbors in the venture, and the officers give a part of their 
time to such work, depending on the size and nature of the 
territory in which the company operates, the amount of their 
remuneration, and their estimate of the probability of developing 
a satisfactory permanent business for themselves. 

The factory mutual fire companies, especially those of the 
New England groups, pay close attention to the elimination of 
hazard and have traveling inspectors and engineers on the road 
constantly for that work. Working with and through policy- 
holders, they serve to spread knowledge of their companies and 
bring in new risks. 

In other classes of mutual companies, except those writing life 
insurance, there are usually more or less elaborate systems of 
solicitors or agents working out of the home office or from branch 
offices under supervision of branch-office managers, or other 
officials of the company in charge of their territory. The most 
elaborate and characteristic organization, however, is that of 
the stock corporation. The sales organizations of mutual life- 
insurance companies, and increasingly of other mutual carriers, 
are similar to that of the stock corporation. 

Functions and Powers of the Insurance Agent. Life Insur- 
ance . — In life insurance the agent is primarily a salesman equipped 
with a rate book showing the rates, surrender values, and other 
features of policies issued by his company, as. well as sample 
policies and application blanks. These correspond, respectively, 
to the price lists, samples, and order blanks of a merchandise 
salesman. The agent is expected diligently to canvass his 
field for his company, usually devoting his entire time to it, and 
canvassing only^the t3rpe of persons covered by his instruction. 
He is paid by a commission on the premiums for policies issued 
upon applications secured by him. The policy is sent to him for 
delivery, and his powers are limited to securing the application, 
delivering the policy, and collecting the premium. He cannot 
bind the company on the acceptance of risks or the settlement of 
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losses. This t3T)e of agent is found throughout the life-insurance 
field. 

. Fire Itisurance . — Fire insurance is much more intimately 
associated with commercial transactions than is life insurance, 
and there cannot be the delay and uncertainty in regard to the 
issuance of a fire-insurance policy which the system used by 
life-insurance companies involves. Consequently the carriers 
have made provision to meet the needs of the business community 
by providing local representatives with blank policy forms which 
they are commissioned to countersign and issue in accordance 
with instructions sent them from time to time. The fire-insur- 
ance agent does not usually devote his entire time to that business 
but frequently combines it with real estate, banking, or other 
activities, and usually represents more than one company in 
order not to be handicapped in covering large risks that may 
be offered him. He will also usually represent companies doing 
other kinds of insurance business, and they also supply him with 
policy forms and authorize him to bind them on contract. 

Casualty Insurance . — In most lines of casualty insurance the 
policies are issued by agents in the same manner as in fire insur- 
ance. Indeed the same person is frequently the agent of both 
fire and casualty companies. Sometimes, notably in the case 
of personal-accident insurance, the agency is confined to the one 
company and the one kind of business or is associated with a 
life-insurance agency. But even in these cases the agents are 
usually supplied with blank policies which they are authorized 
to issue. 

Marine Insurance . — Inland marine insurance is usually obtain- 
able through fire-insurance agencies. The demand for ocean- 
marine insurance concentrates at the seaports, and companies 
witing such insurance are represented at the principal ports by 
agents with wide powers, not only for accepting risks and issuing 
policies but also for determining rates and conditions. Such 
agents, however, rarely do business direct with the public. 
Ocean-marine-insurance business is done through brokers repre- 
senting the public dealing with these agents. 

Theoretically, agents have only such powers as are delegated 
them by their commission and instructions and as limited by 
policy forms. In practice, however, under general legal principles 
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they have such powers as the public, with the active or tacit 
consent of the carrier, may reasonably be led to believe they 
have.^ This becomes of particular importance when the agent 
modifies the standard forms in some unauthorized way or other- 
wise exceeds his written authority in dealing with the public. 
These agents may, with approval of the company, settle minor 
losses and assist in the settlement of more serious ones but, in 
general, a separate type of representative is used for this work. 
The agent is paid a commission on the pre miums on policies issued 
by him as provided by his contract. 

Agency Supervision. — widespread network of agents requires 
a separate department or organization within the cairier for their 
supervision and control. There are three systems of agency 
organization in the United States and, although one or other of 
these will be particularly characteristic as the dominant policy of 
any given carrier, all three will be found in use to some extent by 
many carriers. These systems are the general-agency, branch- 
office, and direct-reporting systems. Although the last is the 
system best adapted to, and most used by, small organizations 
operating in limited territory and is, therefore, probably the oldest, 
the first named is most used by corporations doing business over 
a wide area because it is best adapted to pioneering extension. 
In well-organized, closely built-up territory, the branch-office 
system has recently come into greater vogue. This is particularly 
true of life-insurance companies and casualty-insurance carriers. 
In workmen’s compensation insurance the carrier promises to 
serve the employer by safety inspections and by investigation of 
claims for compensation. It also must audit pay rolls to deter- 
mine premiums. Under liability policies it also promises claim 
service which must be prompt to be effective. Sometimes pay- 
roll audits are necessary under these policies. Carriers may 
arrange with independent firms to perform these services, but 
policyholders are generally better satisfied if they know that the 
carrier has faoi^ties close at hand. This has led many companies 
to establish “service” branch offices. It is an easy and natural 
transition to convert such service offices to branch offices for 
agency work as well. Only a few mutual companies now use the 
direct reporting system exclusively. 

‘ See Pattbbson, E. W., "Essentials of Insurance Law,” pp. 413-418, 
especially 416. 
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General-agency System, — Under the general-agency system, 
as it usually exists in the United States, contracts are made with 
individuals to represent the carrier in certain territorial divisions 
of the country for a fixed term defined in the contract. It is the 
duty of the general agent to cultivate his territory diligently, and 
to procure a corps of agents and subagents to represent the 
carrier in the smaller sections of his field. He may receive busi- 
ness from brokers. He may be a personal producer. His con- 
tract provides for remuneration in the form of commissions on the 
business he develops for the carrier. Sometimes his contract 
limits the commissions he may pay to subagents; in other cases he 
has a free hand. He may pay some solicitors on a salary basis. 
In life insurance he is called upon only to produce the business, i.e., 
to secure applications for insurance. In other lines, e.g., fire 
insurance, he may represent the company on rate-making bodies 
and has wide discretion in accepting or rejecting risks. He may 
also have charge of loss settlements in his territory. Where his 
powers are so broad, his remuneration sometimes includes a 
profit-sharing arrangement based on the results of the business 
in his territory. This system is more often used by the younger 
and smaller stock companies. 

The services expected of a general agent and the degree of 
power to bind the carrier vary greatly according to the kind of 
insurance and the business policy of the carrier. In some cases, 
particularly in marine insurance, the delegation of power is so full 
that he reports to the head office only in summary, and it is 
necessary for state officials examining his carrier also to examine 
his records and accounts if they are to get a true and ‘complete 
picture of the carrier’s operations and condition. In some cases 
the general agency is practically the equivalent of a regional 
branch ofiice, as in the case of a general agency of a fire-insurance 
company for the entire Pacific coast.. In .other cases the designa- 
tion as general agent is merely a courtesy title to lend apparent 
dignity to his position, perhaps give closer contact with the senior 
officers of the carrier, or make possible payment of a higher scale 
of commissions. Large regional .general agencies frequently 
represent several carriers and have their own staffs of fieldmen, 
auditors, and adjusters. 

Branch-office System. — Under the branch-office system the 
field is covered by branch offices each in charge of an officer of the 



340 


INSURANCE 


carrier or a salaried manager. It is an extension of the head 
office into the field. The powers and duties of branch-office 
managers differ with the size of their territory and the business 
policy of their carrier. In many instances they have charge of 
all business of the carrier, with authority to settle losses and 
do other work. Most incorporated mutual companies are repre- 
sented in this way outside the territory adjacent to thoir home 
office. The territory of a branch office may be cultivated by 
salaried men working from this office. This is often the prac- 
tice of mutual companies other than life-insurance companies. 
It is the usual practice of stock companies to have local agents in 
the smaller places paid by commission. The purpose of the 
branch office is control over the business and convenience in 
service to and supervision of agents. 

Direct-reporting System. — Under the direct-reporting system 
there is direct contact between the local representative and the 
head office, without intervention of any general agent or branch 
office. ' . 

In many cases the carrier will make use of all three systems, a 
part of its territory being on each basis. In any case the general 
supervision of the business-getting work is in the hands of one or 
more of the senior officers of the company, usually of vice- 
presidential rank, with a corps of junior officials to assist him. 
In a large fire-insurance company, there will often be a vice 
president in charge of each of the major territorial departments. 
The junior officials are called agency superintendents or agency 
supervisors. 

Basis of Remuneration. — ^Among the stock companies local 
agents are almost universally paid by a commission on the busi- 
ness they procure. Sometimes there is a contingent additional 
commission based on the loss- ratio of their business. Although 
the latter appears to the uninitiated as a highly desirable thing 
from the carrier point of View, there is far from unanimity among 
the carriers in i^gard to the practice, particularly as nearly every 
agent represents two or more carriers and will be tempted, if he 
sees his loss ratio with one of them going adversely, to turn his 
good risks to another in the hope of securing a “contingent” 
from the latter. This naturally creates friction between the 
carriers and has had a tendency to raise the general level of com- 
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missions.^ There are other pros and cons with regard to the 
system which cannot well be elaborated in this brief exposition. 

Among the mutual carriers writing property and third-party 
insurance the local representatives are often paid exclusively on a 
salary basis, though mutuals are tending also to use the commit 
sion system. 

Special Agent. — ^To those who have had any acquaintance 
with formulating and carrying through policies for extensive 
organizations, it will be obvious that it is almost, if not quite, 
impossible to secure and maintain, by means of correspondence 
alone, adequate control of, and continuous enthusiastic activity 
among, a widely scattered group. This is true even when the 
territory is not very wide, as within the territory of a state or 
district general agent or manager. 

In the life-insurance business the usual means of securing these 
desiderata are periodic conventions by districts, at which one or 
more of the officers of the company are present. There are also 
national conventions which those producing a given volume of 
business are privileged to attend. This is a satisfactory method 
in this field where the agent usually works exclusively for one 
carrier. But in the case of the fire, casualty, and allied lines it 
is hardly practicable. 

In these branches of the business contact between local agents 
and head, branch, or general-agency offices, is secured through 
special agents also called fieldmen. The special agent is a travel- 
ing representative usually assigned to a particular territory. It 
is his duty to see that his company is adequately represented in 
the communities in his territory. If there is a vacancy, he must 
seek a suitable person or firm to fill it and give instruction in the 
company’s plans and methods. He must periodically visit the 
agencies in his territory and keep the good will of his agents. In 
the fire-insurance business in particular, where several carriers 
are frequently represented' by the same firm, often a real-estate 
ofl&ce, he must see that his carrier gets a fair share of the business 
and is not regarded by the agent as the dumping ground for the 
risks that the others do not want. He must instruct his agents in 
business-getting methods and cooperate in securing difficult 

‘ See Wandbl, William H., “The Control of Competition in Fire Insur- 
anoe,” pp. 85-88. 
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lines. If the agency is not satisfactory and cannot be made so, 
he must close it up and procure a new representative. He must 
periodically inspect the records and accounts of the agency and 
see that proper records are kept and business correctly reported. 
If the agent is not prompt in his accounting, he must ascertain the 
reason and correct it. If he is slow in remitting balances, the 
special agent must arrange to correct this difficulty, if possible, or 
“lift” the agency. 

If there have been unsatisfactory losses in the territory, he must 
seek the cause and endeavor to protect his company’s interests in 
this respect; also, if the case requires, he will assist in adjustment 
work, though this work now is usually performed by a different 
set of representatives reporting to another department. For- 
merly a considerable amount of adjusting work was an important 
part of the special agent’s functions and, in fire insurance, he was 
often delegated on a committee with special agents for three 
or four other companies to “rate” a community. This latter 
function, has now been taken over by special rating organizations. 

The duties of the special agent require a broad understanding 
both of the business as a whole and of his company’s plans and 
practices in particular. Naturally, therefore, this position 
leads toward general executive work in the producing and under- 
writing departments of the company. 

Agents and Rate Making. — ^Local agents generally have no 
rate-making powers but, in many lines of business^ general 
agents have large powers of rate making through representing 
their companies in rate-making organizations. As noted above, 
special agents have also had a large part in the making of rates 
when sparser population and more restricted means of communi- 
cation prevented the degree of centralization now obtaining. 
When the local agent is in competition with “nonboard” or 
“ cut-rate ” companies, he usually puts pressure through his super- 
vi^ng specials on the representatives of his companies to secure 
“relief,” i.e., authority to meet such rate competition. 

Dual Loyalty of Agents. — Theoretically, the agent is the 
representative of his company charged with responsibility for 
scrupulously, conserving its interests. In that capacity he owes 
the highest loyalty. Practically, however, in many oases his 
representation of the company is only incidental to many other 
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interests, as a real-estate dealer or banker, merchant, or other 
type of businessman. And his remuneration by the company 
depends on the business he produces for it. He can produce 
such business only by satisfying the people of his community that 
their interests are ever present in his mind. To retain the good 
will of large customers who have been or may be solicited by 
brokers, alert agents often offer as full service as do the brokers.^ 
They cannot, as agents, offer so wide a choice of carriers as the 
broker, for they must confine themselves to the companies they 
represent. They may, however, act as brokers in placing risks 
with other companies. In the larger centers, the broker-agent is 
becoming increasingly common. If their interests conflict with 
those of his company he must decide between them, with the 
realization that he expects to continue to live and do business in 
that community. Naturally, therefore, there is great incentive 
to place the policyholders’ interests above those of the company. 
But if he is grossly unfair to the company and his agency is lifted, 
he may not again be able to get a satisfactory connection, for 
despite the keenness of competition, the companies will not, in 
general, employ an agent who is known to have wronged another 
company. The company that accepted him might be the next 
victim. 

The companies recognize this difficulty of the agent and go as 
far as they can to meet his wishes. The status of the agent as an 
independent proprietor is also generally recognized by the com- 
panies, and the recognition of that status seems to be the core 
of the so-called “American agency system.” This recognition 
goes to the point of recognizing the expiration list of the agency as 
the private property of the agent to which, on cancellation of the 
agency, the agent, and not the company, is entitled. By expira- 
tion list, sometimes called expirations for short, is meant the 
record of names and addresses of present policyholders and the 
dates of expiration of their policies. The possessor of this list 
knows when to solicit renewals. Although the companies have in 
their home-office records the same data, it is not considered 
ethical to supply these to a new agent who may represent the 
company. Because Life-insurance policies are lifetune contracts 
and because the insured loses by canceling his policy and transfer- 

^See pp. 345-349. 
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ring to a new company, the above observations do not apply to 
that business.* On the other hand, the agent’s renewal commis- 
sions on life insurance often continue after he leaves the company 
in order to secure his interest in payment of renewal premiums. 

Accounting Control. — Where, as in fire insurance and most 
casualty lines, the agent is supplied with policies bearing facsimile 
signatures of the company officers, and valid on his counter- 
signature, it is necessary for the company to develop adequate 
accounting control to know what risks have been accepted for 
them and to prevent unscrupulous agents from defrauding them. 
The usual practice is for the company to number consecutively 
the forms supplied and to require the agent to send in, on a 
prepared form, known as a daily report, a copy of the written 
part of each policy issued by his office and of all endorsements 
upon it. The forms are drawn up to register with the policy 
so that the “ daily ” can be made up as a carbon copy. The num- 
bered forms are registered at the head office as supplied to the 
agent and must be accounted for consecutively. 

The agent is required to render an account current at the end of 
each month covering the business of that month. ^ In this 
account, the policies issued during the month must be listed con- 
secutively, and there must be suitable vouchers for all expendi- 
tures. One line is devoted to each policy, and particulars are 
given which are checked against the daily reports on file. In the 
account the agent is debited with the premium on each policy and 
credited with the commission; in like manner the company is 
debited, the agent credited, with all refunds of pre miums on 
account of canceled policies, including those “not taken.” On 
these the company is credited with return commissions. The 
usual practice is to allow the agent 2 months in which to make 
remittance for the balance shown by his account. 

* “Twisting,” ».e., persuading a policyholder to drop an existing policy 
in one company to replace it in another, is considered unethical, and the 
companies as a gr^up earnestly fight it. In many states misrepresentation 
of the terms of a contract, either the existing or proposed contract (the 
usual procedure of the “twister”), is prohibited by law. It is, however, 
difficult in practice to procure convictions even when the law goes so far as to 
prohibit “incomplete comparisons.” 

• See reproduction of an account current used in $re insurance in Appendix 

XS- 
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Competitive Expense. — The organization indicated above 
entails no little expense for supervision, though this is much less 
than the commissions paid. 

As expense is the chief point of attack on the system of conduct- 
ing the business by private stock companies, it is well to amplify 
here what has been already pointed out with regard to competi- 
tion and commissions. The individual businessman and house- 
holder usually gives his insurance business to an agent or broker 
on the basis of confidence, either because of his standing or from 
personal friendship. The broker or agent is then in position to 
bargain for the best terms that he can obtain from the carriers. 
Unless the carriers are limited by statute as to expense of getting 
business (which is not often the case), or can reach an agreement 
among themselves, each carrier must make the best terms it can. 
The agents have their own state and national organizations, 
which have forced the carriers to recognize the principle of the 
“American agency system," and there has been a tendency for the 
companies to form agreements among themselves to prevent 
excessive commissions. Under such conditions an unusual 
amount of power rests in the hands of the earner that stands out 
for high commissions. The carrier that is most apt to do this is 
the newer and less known company, whose coverage is less easy to 
sell and which therefore has most difficulty in securing agents. 
As agents, in their own interests, prefer to represent strong repu- 
table companies, these latter are able to maintain a somewhat 
lower commission scale, but even the strongest company cannot 
ignore the bids of its weaker competitors. Thus, competition for 
agents, for which in the last analysis the insuring public is respon- 
sible, tends to increase the expense and, correspondingly, the 
rates of the companies. 


BROKERS 

Just as a person unfamiliar with the technique of a market, or 
unable to give careful attention to the details of the conditions of 
a particular market, or unable to gain direct access to others in a 
market, will often employ another party to act for him as a 
broker, so the early traders used brokers to procure their marine 
insurance. Gradually the broker extended his activities to cover 
all lines of insurance. In all metropolitan centers are found 
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large numbers of insurance brokers, and some brokerage firms are 
nationwide or even international in their scope. The function of 
the broker is to act for the insured in handling his insurance prob- 
lems. Although not declining to serve those whose insurance 
need is limited, the broker specializes in serving those whose insur- 
ance needs are large and many-sided, especially large cor- 
porations. 

A competent broker will study the insurance needs of a business 
house and make up a complete schedule of the kinds and amounts 
of insurance to be carried, including in the schedule the fidelity 
and surety bonds required. He will investigate the physical 
condition of the plants and properties (often maintaining an 
engineering department in his office for that purpose), recom- 
mend changes to reduce the hazard, and secure the lowest rate. 
He will keep records of expiration dates and call attention to 
the need of renewing expiring policies. He will endeavor to keep 
in touch with inventories and advise as to the expansion and 
contraction of the amount of insurance covering them. He 
prepares the most suitable forms to give the most complete 
coverage on the best terms, with due regard to coinsurance and 
like conditions, and endeavors to see that the insured keeps 
within the limits of restrictive clauses in the policy. He places 
the insurance with companies he considers good and keeps in 
touch with the condition of the companies so as to advise if he 
thinks a change should be made. If his client is so unfortunate 
as to have a loss, he keeps in touch with the adjustment and tries 
to see that he receives a fair settlement though, in a complicated 
case, he is not expected to act throughout as the adjuster for 
the insured. In such a case a special public adjuster may be 
called in.^ In short, the broker acts as the expert adviser of his 
client in regard to his insurance problem.® 

For all this service the broker neither receives nor asks pay 
fron» his client, for the broker is customarily paid a commission 
on the premium ky the company in which he places the business. 
His commission is not so large as that of an agent who devotes 

‘ See Chap. XXII. 

*To avoid misunderstanding, it should be emphasized that the above 
refers to competent brokers of the highest type. Unfortunately not all con- 
form to this description. 
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his entire time to his company or divides it between the companies 
in his office. The broker, who is a free lance and not tied to any 
single company, must place his business through some agency 
office unless the carrier maintains a branch office in his locality 
for the service of brokers. When the business is placed through 
an agency, the commission paid him comes out of the agent’s 
commission. The agent usually reta,ins an overriding commis- 
sion, which contributes to the expense of maintaining his office. 

Despite the fact that he is paid by the company, the broker, 
since he is free to place his business with any company, is not 
the company’s agent. He has no contract with any company. 
For the purpose of placing the business he is the agent of the 
insured. Knowledge communicated to him by his client is not 
the knowledge of the company as it would be if communicated 
directly to the company’s agent. Misrepresentation on his part 
is that of his client. These points should be borne in mind by 
those procuring insurance through brokers, and the general 
standing and integrity of the broker should be very carefully 
scrutinized. 

Although the broker is the agent of the insured for procuring 
the insurance, it does not follow that the insurance company 
can always safely deal with him as the agent of the insured in 
other respects in regard to the policy. For example, if the 
company desired to cancel, a notice of cancellation sent the 
broker would probably not satisfy the policy requirement of 
notice to the insured. The powers of the broker to represent 
his client are only such^as his contract with his client gives, 
or as the public is led with the consent of his client to believe 
that he has. This sometimes causes no little perplexity to a 
company representative who may be called upon to cancel a 
policy. He wishes to retain the broker’s good will because of 
the business he may be expected to give him. Consequently 
he will be ill advised to serve notice on the broker’s client over 
his head. On the other hand, if he does not procure a valid 
cancellation, he may be liable to his company for breach of 
duty as its agent. Usually such a matter is handled practically 
by requesting the broker to replace the insurance elsewhere and 
return the policy for cancellation, allowing a little time for this 
before sending notice to the insured. 
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Although the broker is the agent of the insured, his relations 
with the companies are necessarily very close and in some metro- 
politan centers there are agreements between the companies of a 
particular type, e.g., stock fire-insurance companies as a group, 
and the brokers’ association that the companies will not have 
any soliciting agents in that center but will accept business only 
through brokers, maintaining, however, metropolitan offices for 
the accommodation of the brokers. Sometimes the same individ- 
ual will be a broker in the metropolis and a local agent for one or 
more companies in his suburban home community. In some 
cases agents for companies doing a single kind of insurance, 
e.g., life insurance, will also act as brokers in the same place for 
placing other kinds of insurance for their customers. 

With such close relations, the custom has grown up of issuing 
policies at the request of brokers for their clients without ascer- 
taining whether the broker has an order for such a policy. The 
policies issued to brokers are not required to be paid for in cash, 
the companies’ metropolitan offices usually carrying accounts 
with the leading brokers and charging their accounts with policies 
so delivered, calling for monthly settlements, and usually requir- 
ing payment or cancellation within 60 days. This has been made 
the means of abuse by obtaining free insurance in too great a num- 
ber of cases, sometimes with the connivance of the broker, some- 
times without. For example, if a policy has been issued and 
charged to a broker it is technically in force and, if a loss occurs, 
claims may be made, the client ratifying the broker’s action and 
paying the premium. This naturally will always be done where a 
loss has occurred. If no loss has occurred, the insured may de- 
cline to take the policy on the ground that he did not authorize 
the broker’s act. The broker then returns the policy as “not 
wanted” or “not taken.” Recently efforts have been made to 
obtain a record of brokers who are persistent offenders in this 
regard, and even to force payment of prorata premiums. Since 
the funds of the Companies arise only from premiums and invest- 
ment earnings, this abuse of free insurance is obviously at the 
expense of higher rates to all. 

Though the broker is generally the agent of the insured for 
procuring the insurance, the courts have in some cases held that, 
where credit has been so extended and policies have been turned 
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over to the broker to deliver and collect the premiums, the broker 
thereby becomes the agent of the company for that purpose. In 
some states there is statutory provision to that effect. Several 
have gone so far as to provide that any person who solicits appli- 
cations for insurance, other than his own insurance, shall be 
deemed an agent of the company.* The insured, however, unless 
assured of the unquestionable integrity of his broker, wDl do well 
to make sure that he has the receipt of the company or its author- 
ized agent for all such payments. 

INSURANCE BUYERS AND CONSULTANTS 

The hazards to which the properties of large enterprises are 
exposed are many and varied, including physical hazards, 
exposure to loss from claims for damage under liability laws, and 
other sources of possible loss. Properly to protect them by insur- 
ance is a complex problem for whose correct solution constant 
alertness and an intimate knowledge of the enterprise and its 
affairs are essential. Since the passage of workmen’s compensa- 
tion laws with their requirement of insurance, and the develop- 
ment of group life insurance, of group disability insurance 
including hospitalization benefits, and of retirement plans, 
personnel departments have also been confronted with insurance 
problems. In the past, such enterprises have generally turned to 
large insurance-brokerage houses for assistance and advice and 
many still do. 

, It was noted in Part III that the mutual earners and some 
reciprocal exchanges strive particularly for the business of such 
enterprises. These types of carrier have not generally done 
business with brokers, and as a whole brokers have tended 
to favor stock-company insurance. The savings in insurance 
cost represented by the dividends under participating policies are 
large when the premiums themselves are large, and the managers 
of these enterprises have had to consider possible advantages in 
dealing with these carriers. This is particularly so when the 
carrier, as often in workmen’s compensation insurance, bases its 
dividend wholly or in part on the experience of the individual 
risk. Sometimes these carriers have offered forms or conditions 
of coverage, e.g., deductible conditions in fire insurance, which 

* Pattebson, op. cit., p. 34. 
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the stock companies are unable, because of intercompany agree- 
ments, or unwilling to grant. The various competitive argu- 
ments and offerings need to be carefully examined and weighed. 
This takes more time than executives and directors feel they 
should give and often requires knowledge and experience that 
they do not possess. 

These conditions have led some firms to employ full-time or 
part-time insurance buyers or consultants. These buyers and 
consultants have formed an association for consultation and dis- 
cussion of their common problems and have often invited repre- 
sentatives of all types of carriers, brokers, and other experts to 
attend their meetings. 

The competent buyer should have a knowledge of insurance 
principles and practices second only to that of a senior executive 
of an insurance carrier. He should and does constantly study the 
condition and records of all types of carrier and of individual 
carriers within each type. He should not neglect state funds and 
should consider the possible advantage of self-insurance. In 
this study he should endeavor to put aside all bias and recognize 
and quickly distinguish prejudiced propaganda. He should con- 
stantly study the various forms used, note developing changes 
and trends, and appraise the value and limitation of various types 
of policy provision. 

If the buyer is a full-time employee, he should and will, if he is 
competent, be in constant touch with the comptroller and all 
department heads of his concern so that he will be informed at all 
times of changes in hazards and exposed values of the enterprise. 
Only as the enterprise gives him full access to. such contacts and 
records can it expect to get the maximum value from his service. 
On first undertaking his work he will probably make a critical 
survey of existing insurance to determine its adequacy in scope of 
coverage and amount and also to eliminate any. overlaps. He 
will -see that proper inventory, appraisal, and other records are 
kept to facilitat^the settlement of claims. 

The competent buyer will not hesitate to deal with brokers.or 
local agents but, realizing that his employer through the premium 
loading pays the commission that the agent or broker receives, he 
will insist on the service that commission is supposed to pay for. 
When policies are received, he must carefully inspect them as to 
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both their printed and their written terms and send memoranda 
to department heads and others calling attention to conditions 
and provisions of which they should be aware. If the available 
forms in the market do not give the exact coverage he feels his 
employer is entitled to, he should not hesitate to prepare his own 
and seek carriers to write it. 

In short, his job is to get for his employer the best-adapted pro- 
gram of sound insurance the available money will buy and, if the 
appropriation proposed for the purpose is inadequate, show the 
advantage of a proper increase. Since his compensation is usu- 
ally independent of the cost of the insurance, his personal inter- 
ests are not at all, as with agents and brokers, affected by it. 
Compensation on the basis of savings in cost is inadvisable 
because it would have to be on apparent savings, which might 
not in the long run be real savings. 

There are certain sources of information about insurance 
carriers, their practices, and conditions which are open, not only 
to professional insurance buyers, but to the public at large. 
Even the small individual buyer might well use some of them. 
The professional must keep .in constant touch with all.* 

At the present time federal and state tax laws and their exemp- 
tion provisions have important bearings on some plans of insur- 
ance, particularly employee-benefit plans, and the insurance 
buyer in his work must give consideration to them. 

SUMMARY 

Although the subject matter of this chapter cannot be so 
simply summarized as some of the preceding, the following salient 
points may be noted; 

1. Human nature is such that insurance must be sold, for it is 
rarely bought. 

2. The best interests of all require that each carrier obtain a 
reasonable spread of business. 

3. To do this it must develop a sales organization or agency 
staff. 

4. Agency organizations require close supervision, for which 
there are three systems, found in varying combinations in nearly 
all carriers: 

‘ In Appendix XXI a brief list of such sources is given. 
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а. General-agency system. 

б. Branch-office system. 

c. Direct-reporting system^ 

6. Some life-insurance and most mutual companies in other 
fields operate on the branch-office system. 

6. Agents are usually paid by commissions on premiums. 

7. Fire and casualty carriei*s usually maintain contact with 
local agents through a special agent. 

8. The agent is often an independent businessman who owes 
a loyalty to his clients and community, as well as to his company. 
Sometimes these loyalties come into conflict. 

9. Accounting control is maintained by numbered forms, 
systems of daily reports, and monthly accounts. 

10. Any agency organization must recognize the existence of, 
and be prepared to deal with, brokers who are independent 
representatives of the insured. 

11. The relation between brokers and-agents is very close, and 
the broker is, for some purposes, the agent of the company. 

12. The cost of competitive selling is a large part of the cost 
of furnishing insurance. This is due chiefly to the attitude of 
the buyers of insurance. 

13. Large enterprises often employ insurance buyers and 
counselors to handle their insurance problems. 
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CHAPTER XX 
PROBLEM OF RATES 

The problem of rates is at once the most important and the 
most complex and difficult of all that confront the insurance 
carrier. More than any other it calls for a distinct and different 
solution for each kind of insurance. For some lines of insurance, 
e.g., life insurance, fire insurance, workmen’s compensation 
insurance, the record of progress in its solution is voluminous. 
For some other lines little, if anything, has been published regard- 
ing rate-making method. With the possible exception of life 
insurance, it cannot be said of any line that the theoretical ideal 
in rate making has been reached. Yet the present methods in 
all lines are the result of a considerable period of development 
and the expenditure of time, thought, and effort to make them as 
good as is now thought practicable. 

The first part of this chapter is devoted to an analysis of the 
problem and the objectives to be sought in its solution. In the 
second part some comments are made on the practices followed in 
rate making in the more important branches of the business. 

It has already been noted that the monetary consideration, for 
any insurance policy is known as the “premium.” In the aggre- 
gate, the premiums of any company must provide for two thinj^: 
the losses which the company may reasonably expect to incur 
on the business for which those premiums were collected, and the 
expense involved in carrying out the obligations incident to that 
business. If the premiums are received in advance of need for 
loss payment and will earn interest in the meantime, this interest 
may be used to meet part of the losses and expenses, but, except 
in the case of . life insurance, it is not possible to calculate the 
other elements with sufficient nicety to permit the interest factor 
to be considered in the calculation of premiums. 

In general, the premium is arrived at by applying to the face 
of the policy a rate per unit ($100 or $1,000), but there are cases 
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where a different basis is used.' In order to understand the 
reasons for such units and several other aspects of rate making, it 
is necessary first to acquire a certain familiarity with the concept 
of equity in relation to insurance rates, and the special reasons for 
its great importance in this connection. 

GENERAL PRINCIPLES 

Concept of Equity. — It is an indispensable quality of insurance 
rates that, in the long run, they not only must be adequate to 
meet the needs of the carriers for losses and expenses, but should 
be equitable as between the several policyholders. This is true, 
not only because fairness and statute law require it but because, 
under the action of fundamental economic laws, inequity in rates 
is a serious source of danger to the carrier. Before elaborating 
this point it is desirable to consider what is meant by fairness or 
equity in insurance rates. 

The Century dictionary defines equity as “that which is equally 
right or just to all concerned; equal or impartial justice; fairness; 
impartiality.” But how is this to be applied to insurance rates? 
In Chap. Ill, in presenting the application of the law of large 
numbers to the problem of risk, which underlies the insurance 
business, an illustration was given of a concern so large that this 
law operated within its own experience. It was pointed out that 
the same result might be obtained by utilizing the combined 
risks of many smaller concerns, if the factors causing loss to each 
of them were the same and of the same intensity. In that case 
no one concern entering the pool would receive more in benefit 
than any other. Even though the railroads were of varying 
size, no one road would be carrying an unfair load if their con- 
tributions to the pool were proportional to their size. But if 
the conditions of one road were such that losses occured twice 
as dften as with another, with equal contributions to the funds 
of the pool, thatfQpe would in the long run draw twice the indem- 
nity payment of each of the others. 

Or, let it be assiuned that the roads in the pool are of two 
groups, or classes, in one of which the losses occur with twice 
the frequency obtaining in the other; that the numbers in each 
group are sufficiently large to produce dependable average 

^ See Part II, 



PROBLEM OF RATES 


365 


results; finally, that the numbers in each group are the same. If 
the numbers in the less hazardous group are called upon to pay 
only their own losses, the periodical amounts which they would be 
called upon to pay would be but two-thirds the amount they 
would pay if the losses were spread equally over the combined 
groups. Likewise, if the more hazardous group were in a sep- 
arate pool, their costs would be one-third greater than under a 
combined pooling arrangement. It is apparent that the charges 
under the combined pool unduly favor the more hazardous group 
and penalize the less hazardous group. Such rates are clearly 
inequitable under the definition of equity given above. 

In general, equity in insurance rates may be defined as that 
relationship which corresponds to the long-run value of the several 
risks insured, so that, if a sufficiently large group of like risks to 
give full play to the law of large numbers were taken in place 
of each individual risk, the several groups would be charged just 
enough to pay their own losses and their fair proportion of the 
general expense of the company. 

Although this will serve as a definition of the concept of equity, 
it will not do as a practical test of actual rates. The practical 
rule which corresponds to it, and which may fairly replace it, is 
that the rates an individual is called upon to pay shall be the aver- 
age value of the risk assumed, as nearly as it can be estimated, 
plus a fair proportion of the amount required for expense. 

Consequence of Inequity in Rates. — Rarely in fact does the 
general rate level for any carrier show for any considerable time a 
substantial margin for profit. If, then, rates are not equitably 
adjusted, one group of policyholders are paying more than the 
long-run cost of their losses and their proper share of expenses, 
and another group are paying less. Competition between carriers 
is exceedingly keen, not only between carriers of different types 
but also between those of like types. Consequently, there is 
considerable probability that those paying excessive rates may be 
able to secure their insurance on more favorable terms elsewhere. 
If they do so and leave the present carrier in considerable num- 
bers, then, since there is no longer a profit to balance the insuf- 
ficient rates of the other classes, the carrier whose rates are not 
equitably adjusted stands 'to lose, and ultimately may become 
insolvent. The history of fraternal life insurance well illustrates 
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this principle. The rates of the several orders were not equitably 
adjusted according to the ages of the members, and the younger 
members could not be held in the older orders. Left only with 
the older and less healthy members, rates had to be raised, or the 
frequency of assessments increased. This accentuated the 
difficulty, and resulted in the ultimate failure of several orders. 

If, because the total cost to the individual policyholder is still 
relatively small, as in the case of fire insurance on residences, the 
insured does not seek insurance elsewhere, the condition is still one 
of danger to the carrier, since its competitors will seek such busi- 
ness more persistently in order to gain some of the profits from 
the excessive margin in the rates. This competition usually takes 
the form of higher commissions or lower rates for the “preferred 
risks. This competition can be met only by similar action. In 
either event the margin of profit on such business is correspond- 
ingly reduced, and the company again is exposed to excessive loss 
from the low-rated risks. 

Thus, it is in the long run essential to the welfare of the insur- 
ance carrier that its rates be as equitably adjusted in their appli- 
cation to individual risks as it is possible to make them. Exact 
equity is impossible of attainment, for the risks offered for insur- 
ance differ from one another by small gradations, some of which 
cannot be recognized in practice. 

In the statutes of several states that have delegated supervision 
of rate making to the insurance commissioner® the criterion that 
he is directed to apply is that the rates shall be adequate, reason- 
able, and nondiscriminatory, by the latter term meaning not 
unfairly discriminatory. The reasoning in this section has been 
addressed to the need of equity which is the absence of unfair dis- 
crimination. Taken with what was said earlier, the argument in 
this chapter seems to sustain this formula as a proper criterion 
fronkthe point of view of the long-range interests of the carriers as 
well as of the public. 

Problem of Classification.® — ^The first step in proper rate 
adjustment is classification. It cannot be said that the division 

* For other reasons why such risks are preferred see p. 377. 

• See Chap. XXVII. 

*The term “classification” is used in a dual sense in insurance. It is 
used to denote a elasa to which risks may be assigned, and also (and more 
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of the insurance business into several fields or lines of business was 
the result of the necessity for equitable rates. But certainly such 
division is the first step toward rate equity, since it is exceedingly 
difficult to measure relative hazards quantitatively when they are 
of different natures. When the carrier writes several kinds of 
insurance, it is customary to conduct the business of each in a 
separate department or section, though the assets are not kept 
separate. 

But this is only a first step. Within each field or kind of insur- 
ance the risks must be more or less carefully classified to associate 
together those of like degree of hazard. How shall this classifica- 
tion be made? This question cannot be answered with complete 
satisfaction. No simple rule can be laid down, for the degree 
of risk, as one passes from case to case, does not increase or change 
by distinct intervals. Rather, the transition is gradual, almost 
imperceptible. Classifications, to be workable, must have well- 
defined boundaries, and difficulty is encountered with border- 
line cases in insurance as in all other fields where things that 
differ by small gradually changing intervals must be fitted into 
an artificial classification system. In insurance practice, the 
classification must be based on characteristics which are easily 
recognized and ascertained and which will appeal to the insured 
as reasonable indicia of differences in hazard. A few instances 
of practical insurance classification, taken from different branches 
of insurance, will illustrate both the practices that have been 
adopted and the difficulties. 

Fire Insurance . — In fire insurance the type of construction 
of the building is the first basis of classification; for example, 
class A (popularly called “ fireproof ”)> brick, frame, and mill con- 
struction. Usually the class rate is further modified by a sched- 
ule which analyzes hazards.^ This schedule may be regarded 
as an extension of the rough classification to the recognition of 


properly) the process of dividing risks among these classes. See also pp. 
3CT, 386; . 

1 BecaiiSie of the expense involved in schedule rating, many small risks 
are not so rated but take what are known as class or tariff rates. In such 
cases the classification by type of construction is carried further by con- 
sidering occupancy. Occupancy is always an item considered in the 
schedule. 
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finer divisions. Hence, the basic classification may be broad 
and include a wide range of hazard. For the purpose of studying 
experience the practice of the several companies in classification 
varies widely. In one investigation it was found that in some 
offices less than 10 classes were provided in the system; in others, 
there were over 1,000. The National Board of Fire Underwriters 
has established a standard classification, and progress has been 
made toward its general adoption.^ 

Marine Insurance . — ^Attention was called in Chap. VII to the 
international competition that characterizes marine insurance. 
Little information is available as to the methods by which rates 
are made for marine insurance. Indeed it is of record® that the 
entire matter of rates is one of individual judgment in the face of 
the keenest competition. Under such circumstances details are 
not made public, and it would appear that classification of risks 
cannot play a large part in rate making in marine insurance. The 
underwriter, however, does keep in mind, in deciding on the 
acceptability of a proposed risk, the type of cargo and its charac- 
teristic hazards, the trade and its customs and routes, including 
ocean currents, stormy seasons, safety of harbors, and landing 
facilities as well as the physical characteristics of the ship and the 
record and standing of its owners. Probably more important is 
the experience record on past business of the broker proposing the 
contract, for he usually suggests a rate at which he thinks it 
should be written. 

Life Insurance. — Life-insurance companies do not generally 
attempt to insure all risks at an appropriate rate, but rather 
confihe their activities to the insurance of lives that are at least 
up to a certain standard. Generally no distinction is made in 
the treatment of those who can pass. 

For each type of policy and age at issue a single uniform rate 
is quoted. No preference is given those apparently better than 
average. Some ^,those below average have been taken at extra 

^ The Federation of Mutual Fire Insurance Companies has its own classifi- 
cation. The whole subject is under study by insurance departments and 
by the Insurance.Executives Association. 

• Hearings h^ore Svbcommittee on Merchant Marine and Fisheries, 66th 
Congress, 1st Session, pp. 204ff. 
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premiums, but those seriously below standard have been 
rejected.* 

Under such circumstances a very simple system of classification 
based on obvious differences in hazard is possible and adequate. 
From time immemorial it has been recognized that, other things 
being equal, the probability of death increases with age. Since 
Halley’s investigation of the mortality rates in Breslau, it has 
been recognized that mortality tables, if properly constructed 
from suitable data, give a reasonably accurate measure of the 
mortality rate at each age, and that life-insurance premiums 
calculated from such a table will be sufficient to assure the con- 
tract being fully carried out at a level rate. Hence, the age 
of the insured is the basis of classification of risks in life insurance 
for rate making. When the companies undertake the insurance 
of substandard lives, the risk is estimated in terms of equivalent 
age mortality, and risks are rated up in nominal age to correspond 
to the expected mortality.® 

Workmen’s Compensation Insurance . — In no field of insurance 
has the subject of the proper basis of classification received more 
careful attention than in that of workmen’s compensation. Yet 
here the system of classification on first sight appears most 
illogical. The interplay of several forces accounts for this. 

1. The workmen’s-compensation-insurance business grew out 
of the employers’ -liability business, which had a system of classi- 
fication that appears to have grown up under the stress of 
competitive bargaining without much study of proper principles 
of classification. With this the business world was more or less 
acquainted, and it was adopted in the first instance. But having 
been adopted, it was the system in accordance with which the 
statistical experience was compiled, and each departure from it 
involved the scrapping of data and the injection of personal 
judgment into the process of rate making. 

^ Most companies now write some substandard risks, and certain com- 
panies have also created a preferred class on which a better-than-average 
experience is expected. 

* Other methods of handling substandard risks are sometimes used; for 
a discussion of these the student is referred to Maclean, “Life Insurance,” 
Chap. X. 
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2. Every businessman is especially concerned in seeing that 
his costs, including the cost of insurance, do not exceed those of 
his competitors producing the same line of goods. If he can get 
a special rate on his risk as unique and in a class by itself, which 
he thinks is lower than that of his competitors, he will seek it. 
If he cannot, he wants the class rate based on product, which 
will presumably assure him the same rate as his competitors. 

3. Analysis clearly shows that the risk of industrial injury is 
dependent upon the process or operation performed and that the 
same product may be produced by quite different processes. 

4. Since the premium is found by applying a rate to a pay roll, 
if the classification system is such that individual risks are covered 
by more than one classification, there is afforded an opportunity 
so to keep and report the pay-roll records in an individual risk 
as to load an undue proportion on the lower rated class and 
deprive the company of a considerable part of its proper premium 
income. Despite the audit privilege of the company, it cannot 
wholly prevent this. 

5. In modem industry most factories produce many kinds of 
products and use a variety of processes. 

In the discussion of this problem, two schools of thought have 
developed. One, feeling that process is the key to the degree of 
hazard, have advocated classifications based on process. The 
other, feeling that unfair division of pay roll is a greater evil than 
lack of precision in rate detail, have advocated a product basis, 
with the most important product 6f a plant determining its class. 
The resulting manual has been a compromise, but at the present 
time product is the primary basis, and the manual contains 
elaborate rules for the treatment of pay roll where more than 
one class of product is turned out or where multiple operations 
are carried on. 

’The following citation of cases illustrating the two points of 
view and the problems involved may make this point clearer: 

In the past, proprietors of laundries have pointed out that 
sorters and markers are not exposed to the operative hazards and 
have suggested that their pay roll should be separately classified 
and rated. But in a given type of laundry the proportion of 
soiter-and-marker pay roll to the total is fairly uniform, and the 
resulting average rate would be the same as it is when one rate is 
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made for the entire pay roll. The only effect of the separation 
would be to tempt some proprietors to misclassification. The 
trade has come to realize this, and the single-class rate for a 
finished-work'laundry has long prevailed without objection. On 
the other hand, in building construction the proportions of 
carpentry, plumbing, and painting work vary from job to job. 
Union rules prevent the interchange of labor, and there is no 
problem of misclassification involved when separate rates are 
applied to the several pay rolls involved. In the early manuals 
there were separate classes for inside and outside painting. The 
same painters may do either or both on the same job, and there 
is seldom any need for keeping separate pay-roll records except 
to determine the insurance premium. Reports of experience 
clearly showed a tendency of the insured to report as much as 
posable of his pay roll under the lower rated inside-painting 
class. Despite the apparent difference in hazard, the only solu- 
tion that could be found was to make one class and rate for paint- 
ing. The inequities, if any, that result from this are, in part at 
least, corrected through experience rating. 

Accident Insurance . — In the field of personal-accident insur- 
ance, where occupation is the basis of classification, 10 arbitrary 
hazard classifications have long been in use as follows: 


Number' 

Classification name 

Code* 

1 

Select 

A 

2 

Preferred 

B 

2+ 

Extra preferred 

0 

3 

Ordinary 

XC 

4 

Medium 

D 

5 

Special 

XD 

6 

Hazardous 

E 

7 

Extra hazardous 

F 

8 

Perilous ) 

PF 

0 

Extra perilous J 



^ Used by some carriers instead of the class name. 

The carriers’ manuals then classify all occupations as falling 
into one of these, and the rates and policy terms are fixed accord- 
ingly. Most commercial carriers confine their writings to the 
first four classes. 
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It is beyond the scope of this book to enumerate all classifica- 
tion systems in use in the making of insurance rates, or to discuss 
their theory. The above discussion should mdicate to the reader 
the purpose and place of classification in insurance rate making, 
the nature of the problem involved, and the methods that have 
been developed to meet it. 

Problem of Competition. — When the retail clothier adver- 
tises a suit of clothes for sale, he knows the cost of the suit to 
himself and knows, or should know, how much the proceeds 
should contribute to his overhead. He may, therefore, fix his 
selling price with considerable confidence and make proper 
allowance for competition and other factors. But the under- 
writer taking an insurance risk is dealing wholly in the future. 
He may know accurately his expense, but the risk cost must be 
estimated. Insofar as the experience of the past is repeated in 
the future and he has a record, written or in memory, of the 
experience of the past, he is on as safe ground as is the retailer. 
But to the extent that either the future does not repeat 
the past or he lacks a correct record of past experience, he is 
guessing.^ 

Since “hope springs eternal in the human breast,” there is 
always a tendency for some underwriters to think or hope they 
may be able to secure just a bit better result from a risk, or 
group of risks, than their fellows. The same eternal hope also 
leads many, even good businessmen, to believe or hope that a 
particular insurance carrier which underbids the others has made 
the only correct estimate of their particular risks and, despite 
rumors that its financial condition is none too sound, will prove 
in the end worthy of confidence. At least that hope is strong 
enough to induce them to “take a chance” for the sake of the 
price differential. 

U^der such conditions, unregulated competition leads to rate 
wars which vitiate the financial foundation of the business, or to 
commission wars which are even more detrimental to the interest 
of policyholders and public. Whatever may be said for com- 
petition as a regulator in other economic fields, it works badly 

^ It is not meant to be implied that risk is not present in retail merchan- 
dising, but the risks are of quite different nature from those encoimtered i:’ 
insurance. 
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in the making of insurance rates. ‘ As a consequence of this 
condition, rates are generally made in conference rather than by 
individual insurance carriers. In some fields, as, for example, in 
life insurance, each individual carrier makes its own rates, but 
here a statutory basis for setting up liabilities serves to keep 
rate competition within reasonable bounds. Where competition 
has run up expenses to an undue degree, the state has had to 
step in and regulate them. 

Competition between types of carriers is usually on a rate or 
net-cost basis, i.e., a comparison of the nonparticipating rate with 
the rate after deducting the dividend of the participating carrier. 
The element of competition is never ignored, nor can it be, in 
insurance rate making, but it cannot safely be the controlling 
regulator. Where the state has not stepped in to control it, the 
companies have usually voluntarily associated themselves for 
the purpose, often in defiance of mistaken statutory efforts to 
foster competition. 

Rates and Prevention. — From the standpoint of the ultimate 
good of the community, the prevention of loss is much more 
important than its distribution through insurance. Therefore, 
that system of rate making is best, other things being equal, 
which most encourages loss prevention. This is another reason 
why rates should be equitable, for if one, having a risk that he 
knows is poorer than that of his neighbor, is called upon to pay no 
higher premium, his interest in reducing his hazard is in no way 
stimulated, and the morale of the whole community who may 
know of the fact is broken so far as interest in prevention is con- 
cerned. If, however, the rates charged for various risks conform 
quite closely to their inherent hazard, incentive to prevention is 
held before all, provided the difference in inherent hazard is 
recognized by the community or adequately presented to it. 

But individual risks presented to an insurance carrier for 
coverage are usually composites of several partial risks which 
vary greatly in individual cases. There are various ways in 

' Some states have tried to force competition in insurance rate making 
and to forbid conference or cooperation. This has proved ineffective or 
injurious wherever tried and is now generally abandoned. Compulsory 
cooperation with official regulation has in many cases replaced the theory 
of competition as a regulator. 



364 


INSURANCE 


which the composite risk may be broken down into its com- 
ponent parts. For example, one way in the case of fire insurance 
would be according to provoking cause, such as spontaneous 
combustion, communicated fire, etc. From another point of 
view, the sequential relation might be the basis of the analysis. 
A fire loss begins in ignition, is continued by combustion, and 
delimited by the damageability of the property insured. In any 
practical attempt at loss prevention, in an individual risk, the 
total risk must be analyzed into its elements and each one 
studied to see where improvements can be made. 

This work will be stimulated if the insurance rate for an indi- 
vidual risk is built up synthetically by considering the several 
elements making up its hazard, and by making a proper charge 
for each. The attention of those attempting its improvement 
is -thereby directed to the weak points. Usually also, it involves 
greater cost to construct a building or a piece of machinery with 
a view to safety, than is required when no attention is paid to 
the element of risk. If it is apparent that less careful construc- 
tion or designing will impose a continuously recurring penalty in 
the form of higher insurance rates, those responsible for deter- 
mining design may consider the capitalized value of this charge 
as an offset loss to the saving by cheaper construction. Better 
construction will usually result from consideration of these fac- 
tors. If the capitalized value of the extra premium is less than 
the cost of better construction, the improvement will not be made. 
In this case, the analyzed rate would discourage improvement. 
But, if the extra rate properly measures the loss-producing cost 
of the deficiency, then the superior construction, if undertaken 
solely for loss prevention, would be wasteful. If, therefore, the 
analysis of the risk has been sound, the measurement precise, and 
the present value of excess charges properly estimated, the analy- 
tic ihethod of preparing and quoting rates will not only make for 
preventive efforiin the aggregate but will also tend to direct 
expenditure into the most profitable channel. Although what 
has been said has been with reference to new construction, the 
same line of reasoning applies to subsequent improvement, and 
with even greater force to current expenditure for protection. 

The installation of an automatic sprinkler system requires a 
considerable capital outlay. The owner of a building in deciding 
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whether he should install one usually considers the reduction of 
his fire-insurance rate which would follow. If that reduction, 
less the cost of the sprinkler-leakage insurance which he will then 
also need to carry, would be a good return of the capital invested, 
he will probably put it in; otherwise he will not. The min imi z i ng 
of loss due to a sprinkler system in a large store or warehouse would 
probably make it a socially desirable expenditure, and the reduc- 
tion in rate which it would bring about would probably lead to its 
installation. But a sprinkler system in a private dwelling would 
hardly save enough fire loss to justify the expense, and the rate 
reduction that might be allowed would not encourage the wasteful 
use of the material involved. 

In response to this line of reasoning the making of fire-insurance 
rates for many types of risk is by means of schedules, in which 
the separate parts of the risk are individually considered and the 
rate for the total risk arrived at by a process of synthesis. In 
workmen’s compensation insurance also, the class rate is some- 
times modified by the application of a schedule to a report of in- 
spection of the plant, setting forth the types and condition of 
hazardous machinery found therein. In most other branches of 
insurance it has not yet been possible to develop analytic rating. 

In what has been said about the effect of this kind of rate mak- 
ing on preventive effort, it has been presumed that it is possible 
to arrive at a correct estimate of the several partial hazards, or 
at least at a reasonably close approximation. Whether this is 
possible is still a moot question. Present fire-insurance sched- 
ules do not rest on statistical data for their values, and those 
used in workmen’s compensation insurance, ‘ only partly so. 
This topic will be fui:ther considered under the next heading. 

In certain fields, it is recognized that the morale of the risk 
is almost as important an element as the physical hazard. This 
is difficult, if not impossible, to get at by inspection. Yet, if the 
theory of encouraging reduction of risk through analytic rate 
making is soimd, inducement to good morale by lower rates on 
risks where it is above the average, and by higher rates where 
it is below, would appear desirable. The effect of the morale 
is found in the loss record, but for most lines of insurance the 
expected loss frequency per individual risk is so low that it is 

^ Schedule hiting in this field persists in only a few states. 
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not feasible to give attention to the experience of the individual 
risk. In the case of workmen’s compensation insurance, however, 
it has been deemed possible to give some weight to the individual 
risk experience in determining its rate, and a system of experience 
rating is applied to modify the class rate, which has already in 
some cases been modified by the schedule.^ 

Statistics and Rate Making. — Statistical data are used in rate 
making for either of two purposes: 

1. To true up an existing scale of rates either by changing its 
average level or by changing the relation between the rates for the 
several classes, or 

2. To make a new scale of rates for either a new carrier or a 
new line of insurance or to replace an existing scale, when that 
seems better than modifying an existing one. 

In any event, in the long run, the premium income of an insur- 
ance carrier must be sufficient to meet its losses and expenses. A 
given set of rates may be inequitable by reasons of unfair charges 
for expenses as well as of unfair charges for losses. The alloca- 
tion of joint costs is always a difficult problem in cost accounting 
and price making. Until comparatively recently the solution in 
insurance, except in life insurance and to a certain extent even in 
that field, has been by rule of thumb. Now the problem is 
receiving much attention especially by life-insurance carriers 
and multiple-line casualty carriers. 

Expense Analysis . — The expenses of an insurance carrier may 
be classified in two groups: 

1. Those incurred and paid in connection with individual 
policies, principally agents’ commissions and taxes.® 

2. Others. These include many types which, though not paid 
or accounted for in connectioil Avith individual policies are so 
incurred, such as printing policy forms, recording of policies, 
auditing of exposures, and settlement of losses, etc. There are 
also expenses whifth are not so incurred: rent, general advertising, 
salaries of executives, etc. These require allocation as between 

* Lately attempts have been made to do so also in the case of automobile- 
liability insurance, particularly where fleets imder common control are 
under consideration. 

* Taxes are not paid in connection with individual policies, but since they 
are in the main percentages of premium they may be so regarded. 
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lines of insurancn in a multiple-line carrier and within the line in 
such a way that the charge for them m the rate is equitable. 

Taking all the expenses into account, for purposes of allocation 
they may be classified as follows: 

1. Those proportional to gross premiums,^ mainly those in the 
first of the above two classes. Some of the joint expenses may be 
properly allocated in this proportion. 

2. Those in proportion to losses. The major item here is loss- 
adjustment expenses 

а. Directly assignable to individual losses. 

б. General — ^the overhead of claim departments. 

In addition to these it is fair also to assign some part of the 
general overhead as loss expense. 

3. Those proportional to units of exposure. The major part, 
but not all, of the expenses of underwriting, pay-roll auditing, 
and engineering and prevention work fall in this class. It takes 
more time and expense to inspect or audit a large plant than a 
small one, but the increase is not in strict proportion to size. 

4. Those proportional to the number of policies or items han- 
dled. In this class fall the printing of forms, recording, etc. But 
again more expense may be incurred for policies of large size and 
extensive coverage than for small ones. 

It may be just to apportion some kinds of expense as falling 
partly in each of these classes, and the proper proportions may 
vary according to the manner in which a given carrier conducts 
its operations. Unfortunately the segregation of expenses 
required in the annual statements for the insurance commissioners 
do not key in very well with this type of analysis. The extent to 
which individual carriers so analyze their expenses varies greatly. 
Life-insurance companies are the most careful in their expense 
analyses, the nonparticipating companies for rate making,® and 
the companies issuing participating policies for the purpose of 
determining dividends.® 

‘ The premium paid by the policyholder. 

*See Cammack, Edmund E., “Premiums for Non-participating Life 
Insurance,” Transactions, Actuarial Society of America, Vol. XX, pp. 379^. 

* See Maclean, Joseph B., “Life Insurance,” Chaps. V, VIII. 
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Many states have statutes that forbid carriers to discriminate 
in rates between risks of the same degree of hazard, which have in 
some cases in the past been held to prohibit variation in rates by 
size of risk.^ This attitude precludes provision in rates for any 
expenses on a per-policy basis, though there is an old practice in 
the field of accident insurance of charging a policy fee in addition 
to the premium. It would be logical to derive the gross rate by 
loading the pure premiums (loss cost per unit of exposure) for 
expenses by adding a percentage and a fixed amount in dollars. 
The practice until very recently, except in life insurance, has been 
to load a uniform percentage. Recently, rates for workmen’s 
compensation insurance have provided an expense margin of a 
percentage of the gross rate decreasing with the amount of the 
total premium to be paid by the individual policyholder, i.e., 
mainly by the size of the risk, though higher rates for more 
hazardous operations have the effect of an increase of the total 
premium. 

Truing Up a Bate Scale . — If expenses are provided for as a fixed 
percentage of the gross rate, the premium dollar may be divided 
into two parts: one for losses and the other for expenses.® This 
division is usually expressed in two ratios; the loss ratio and the 
expense ratio. The expense ratio is usually fairly constant, over 
short periods at least, for carriers of a given type as a whole and 
for well-established carriers within each type. Over the long 
range it has changed slowly, increasing at a fairly steady rate up 
to about 1920 and then tending to level off. Loss ratios on a 
given scale of rates fluctuate more in response to general condi- 
tions. It is thus possible, having regard to proper contingency 
mar^ns, to set a desired standard loss ratio. If, for example, it 
appears that 50 cents out of each premium dollar will be needed 
for expenses, contingencies a^d profit, the standard loss ratio 
will be 50 per cent.* If 40 cents will suffice for these purposes, 
the standard loss ratio will be 60 per cent.* 

'Recently, graStration of rates by size of risk has been permitted in 
workmen’s compensation insurance. 

* There may be a margin for contingencies or profit, but this, like the 
expense margin, is usually set as a percentage of the gross rate. 

* This is about the normal for fire insurance and some other lines. 

* This is about the standard for workmen’s compensation insurance. 
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Under the conditions just assumed out of $100,000,000 of 
premiums in fire insurance, for example, about $50,000,000 would 
be required for expenses of a company paying the customary 
agency commissions. Owing largely to the lower commission 
scale prevailing in workmen’s compensation insurance, only 
about $40,000,000 would be so required. Assuming that invest- 
ment earnings yielded an adequate return for the stockholders,^ 
there would remain for the payment of losses in the first case 
$50,000,000 and in the second $60,000,000. Now, let it be 
supposed that the loss experience under $100,000,000 of fire- 
insurance premiums is examined, and it is found that the losses 
have been $40,000,000. There has been a profit of $10,000,000 
above that contemplated. Rates have been apparently too high. 
Assuming that there was no reason to suppose that the same 
volume of risks would produce a different result in the future, the 
rates should be reduced. If expenses remain at a fixed percentage 
of premiums, a reduction of 20 per cent would restore the antici- 
pated balance. The premiums, on the same volume of risks 
would be $80,000,000, the expenses at 50 per cent would be 
$40,000,000, and the $40,000,000 remaining would just meet the 
expected losses. The loss ratio would be 50 per cent whereas 
imder the old (too high) scale it was only 40 per cent. 

Following the same reasoning, if the losses had been $60,000,000 
and the expenses $50,000,000, the carriers would have sustained a 
loss of $10,000,000 and, if there were not some conflagration or 
imusual condition to explain the higher losses, i.e., if the same 
volume of risks might be expected in the future again to result in 
$60,000,000 of losses, the rates should be increased 20 per cent. 
This would give for the next period on the same risks $120,000,000 
of premiums with expenses at 50 pei; cent, requiring for theii 
payment $60,000,000 and leaving $60,000,000 to pay the losses. 

These adjustments, it should be noted, would not be for the 
purpose of refxmding past profits or recouping past losses. They 
are “water over the dam.”* The purpose of the adjustment 
would be a more reasonable or safer rate scale for the future. 

* See pp. 426-430. 

* If the insurance were all in mutual companies, an adjustment might be 
made by dividends or assessments (if present surplus could not absorb the 
loss) ds well as adjustment of rates for the future. 
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How the adjustment would be made would depend on how the 
earlier rates were made and upon analysis of the actual losses. 
The technical problem is too complex for discussion in an elemen- 
tary text. 

The comparison of an actual loss ratio with a hypothetical 
standard as a test of reasonableness and adequacy of a rate scale 
appeals to common sense and has been attempted by persons not 
closely familiar with the business. Unfortunately they have 
often been misled by using an improper ratio. The ratio to be 
used is that of losses incurred on the business tested to 'premiums 
earned. These figures are obtainable but are not those most 
readily available, which are losses paid and premiums written. 
If the volume of business is fairly stable, the ratios on the two 
bases will not be far apart; if the volume is increasing,^ the latter 
ratio will be too low and indicate an unwarranted reduction; if the 
volume is shrinking, the reverse will be the case. If the business 
is increasing in volume, the amount of unearned premiums at the 
end of a test period will be larger than at the beginning. The 
total of premiums wrritten will be larger than that of premiums 
earned by the excess of the unearned at the end of the period over 
that at the beginning. Likewise there will probably be a larger 
volume of losses unpaid (in process of adjustment) at the end 
than at the beginning. Thus the total losses paid will be less 
than the losses incurred. The ratio is, of course, reduced both by 
the numerator of the ratio fraction being too small and by the 
denominator being too large. In a period of shrinking volume of 
business these conditions are reversed. The proper data for 
passing from written to earned premiums and from paid to 
incurred losses can be obtained by noting the liabilities for 
unearned premiums* and unpaid losses,® as set forth in the balance 
sheets of the carriers, at the beginning and end of the period 
whose experience is studied. 

Coinsurance Allowances. — ^Frequently it appears that relativi- 
ties are fairly stable. Then a general level or average rate may 
be set, and the scale of relativities may be applied to it to deter- 
mine individual rates. Instead of specifically determining the 

® This is generally the case. 

*Seepp. 442, 451. 

* See pp. 438, 440, and 445-451. 
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rate for different percentage coinsurance conditions a general 
scale of allowances is usually expressed as a percentage of the rate 
for insurance without coinsurance allowance. The rate for the 
individual policy with a given coinsurance provision is then 
the corresponding percentage of the rate that would be charged 
the same risk for a policy without the provision. If a scale of 
relative frequency of loss by percentage of value such as shown 
on page 91 is fairly constant, the no-coinsurance rate could be 
set by comparing the total losses incurred to the amount of 
insurance corresponding to the average practice of the insured. 
Using the figures given on page 91, the total of values involved 
was $1,000,000. If, on the average, the ratio of insurance carried 
was 50 per cent, the total insurance would be $500,000. Ignoring 
the expenses, an average rate of $0.15 per $100 would be required 
to pay the $738 of losses. ‘ Twelve cents* is 80 per cent of this. 
Thus for a 70-per-cent clause; the rate would be 80 per cent of 
the without-coinsurance rate; for an 80-per-cent clause, it would 
be ijfs or 73.3 per cent of the without-coinsurance rate. The 
figures used are arbitrary and illustrative only. The allowances 
are usually rounded out. Data as to their determination in any 
jurisdiction have not been published. They probably rest largely 
on expert judgment. This discussion attempts only to show the 
principle involved in such determinations. 

Setting a New Scale of Rates . — If the rate scale used over the 
test period was not stable, a new type of statistical data is 
required, since to fix a new scale of rates it is necessary to deter- 
mine a pure premium for each class and to add the appropriate 
loading for expenses. 

The pure premium has been defined above — the net incurred- 
loss cost per unit of exposure to loss, for example, in workmen's 
compensation insurance, per $100 of pay roll. Pure premiums 
must be found for each class for which a rate is to be made. For 
this job special statistical records must be kept, for the premiums 
and losses are analyzed in the general accounting records to kind, 
of business only and not to the several classes within each field. 
The exposures do not appear in the general accounts at all. As a 
test of general accuracy, these records must, however, check with 

‘ On losses exceeding 50 per cent, only the face of the policy would have 
been paid. The luipaid part of the losses in excess of 60 per cent totalled $178. 

* The net premium, shown on p. 91 for a 70 per cent ratio of insurance to 
value. 
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the general accounts. Statistical records are generally made up 
by the use of punched cards and mechanical sorting and tabulat- 
ing machines. Classes are indicated on the cards by a numerical 
code as are other facts, e.g., district or agency, according to which 
it may be desired to sort and tabulate the data for other purposes. 
It is fundamentally important that the class coding both of pre- 
miums and of losses be accurate. Any inaccuracies produce 
corresponding inaccuracies in rates. When, as is usually the 
case, rates are made from the combined experience of several 
carriers, the work in each office must be correct. Errors in the 
data contributed by any one carrier affect, to the extent of that 
carrier's data in proportion to the whole, the accuracy of the 
combined data. An adequate presentation of the methods of 
preparing the statistical data for this work would require so much 
description of technical office procedure that it seems inappropri- 
ate in a general text. The references at the end of this chapter 
will serve the student who desires to follow up this phase of the 
subject. 

Schedule Rating . — The complexity of fire-rating schedules and 
the difficulty of accurately determining the causes of fire losses* 
have, so far, made it impossible to compile statistical data on the 
item values of existing schedules or so to test their accuracy and 
adjust them. The late E. G. Richards devised the Experience 
Grading and Rating Schedule which might have yielded an 
approximation to that result, but it has not anywhere been put 
into effect. Mr. Richards proposed that committees of engineers 
develop grading standards within each class which would permit 
the assignment of each risk to one of 10 grade classes and that the 
record of losses and exposures be kept, within each class, by grades. 
In that way the proper relation between grades would be estab- 
lished on a statistical basis. The grading standards would, 
however, still rest on engineering and underwriting judgment, 
checked in part by laboratory experiment. 

Problem of Changing Conditions. — The foregoing discus- 
sion of the place of statistics in rate making has been based on the 
assumption that the future accurately reflects the past. But 
this assumption is not in general true. The changing condi- 

^ Frequently the loss is the product of a combination of causes, no one 
of which alone could have produced it. 
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tions of life reflect themselves in correspondingly changing risks. 
Since the insurance contract covers the future, the rates must be 
fixed for the future. Can this be done on a statistical basis? 

Much discussion has centered around this question, and 
opinions among experienced insurance technicians differ widely 
on it. In certain fields, e.g., life insurance, hazards change so 
slowly that statistical bases in the form of mortality tables derived 
from the not very distant past may be, and are, used with con- 
fidence. But in other fields, changes in the value of the risks 
assumed are more frequent and more violent. The investigations 
that have been made into the nature of these changes and the 
possibility of forecasting them in the several risk fields are highly 
technical. An adequate discussion of the problem is beyond the 
scope of an elementary treatise. It is mentioned here because of 
the important question thus raised as to the practical validity of 
an unadjusted statistical basis fo'* insurance rates. Where statis- 
tical data of a past period are taken as a starting point, such 
adjustment, on the basis of either scientific investigation of under- 
writing judgment, as will give reasonable recognition of the 
changes up to the time rates are made and with proper regard to 
the prospects for the time to which the rates will apply, is 
essential. 


RATE-MAKING PRACTICES 

In the foregoing discussion an attempt has been made to 
analyze the problem of the rate maker. Attention may now 
profitably be given to the practices in meeting this problem as it 
arises in some more important branches of the insurance business. 

Life Insurance. — Owing to the practice in life insurance of 
quoting rates only on standard lives and considering age alone 
as the basis of classification, the problem of measuring the hazard 
for each class is reduced to the selection of a suitable mortality 
table showing the rate of mortality by ages. However, as noted 
in Chap. X, the life-insurance policy covers a long term of years, 
and payments of premium or benefits due in the future are worth 
in present value less than their face. The actual present value 
depends upon the rate of interest at which money can be invested. 
Hence, in addition to the mortality table which most closely 
reflects tho mortality, the insurer must fix upon a rate of interest 
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which it is likely to realize on its investments over a long term 
into the future. With these factors as the basis, it is possible to 
find, by well-established mathematical methods,^ net premiums 
for each plan of insurance at each age. 

There are a number of mortality tables, among which the one 
most closely following the class of risks for which the rates are 
to be made should be chosen. The skillful actuary will also 
examine the past experience of his own company or, if it is a new 
one, the experience of other companies whose general methods 
are to be followed, to find the most suitable basis. 

The actuary is not entirely free in his choice of table and rate of 
interest. As will be explained more fully in later chapters, the 
life-insurance company must accumulate certain reserves to 
maintain its solvency, and the statutes prescribe the mortality 
table and maximum rate of interest that must be used to deter- 
mine those reserves. 

Having found the net premium* at each age for each type of 
policy, the actuary must next consider the expense requirement. 
Expenses are much larger for the first year of the policy than for 
any subsequent year, but they must be suitably spread over the 
period for which premiums are to be paid, since it is essential 
that the premiums remain level for the term for which they are 
payable. In doing this the company must consider the equities 
between different classes of policies in order that no class be made 
to bear an undue share of the expenses of the company. In 
general it would unfairly distribute the expense burden to provide 
for it either by way of a fixed percentage increase on the net 
premium, or by a flat addition to the net premium. The more 
usual plan of finding the gross rate is by adding to the net pre- 
mium a percentage of itself and a flat sum in dollars. 

Having found a tentative set of rates in this way, it is necessary 
to examine the rates of competing companies, not only in the 
aggregate but Joy plans and ages at the time of issue of the policy, 

‘It is hardly within the scope of an elementary text on insurance to 
develop and explain these special methods. They are presented with some 
detail in most texts on life insurance and are explained fully by E. F. Spur- 
geon, “The Text Book of the Institute of Actuaries,” “Life Contingencies.” 

‘ That part of the premium which provides for losses, with allowance for 
interest to be earned. 
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for otherwise the company might find that the business it most 
desired was going to its competitors, and that its relative scale of 
rates brought to it too much of the business of those of more 
advanced age or too much of the short-term business. The aim is 
a fairly balanced volume according to age distribution and plans 
offered. Finally, the rates must be reviewed to see that the gross 
rate does not fall below the net premium corresponding to the 
statutory reserve basis. 

The process of rate making must be much more exact in the 
case of nonparticipating than participating insurance, since, in 
the latter case, inequities can be further adjusted in the process of 
distributing the surplus. 

The effect of statutory bases of reserves which automatically 
set minimum limits to the rates that may be quoted has pre- 
cluded the necessity of cooperation between the companies in 
rate making. But through the various actuarial bodies the 
companies have been led into a high degree of cooperation in the 
investigation of their mortality experience in various ways useful 
for rate making, for classifying substandard risks, and for other 
purposes. 

Marine Insurance. — ^There is no advance publication of rates 
of marine insurance. A broker, representing the owner or 
prospective insured, approaches an underwriter and submits the 
proposal to him, usually suggesting a rate. As nearly as can be 
gathered from statements of underwriters in public hearings and 
elsewhere, the underwriter has Available for immediate review a 
record of his premiums and losses on risks submitted by that 
broker. He also has records of his experience in that trade, 
e.g., coffee shipments from Rio de Janeiro to New York, and he 
looks up the rating of the vessel in Lloyd’s Register, or in that of 
one of the other classification societies. He considers the season 
of the year and its probable affect on the venture, and either 
accepts the risk or names another rate at which he avUI accept. 
Both broker and underwriter keep in touch with local and world- 
wide insurance markets, and the final rate is a matter of bargain- 
ing between them. 

Fire Insturance. — In fire insurance the practice has grown up of 
delegating rate making to central offices and bureaus for partic- 
ular regions of the country, each of which makes rates for all 
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companies affiliated with that office. This is natural since com- 
bination of companies is necessary to prevent rate competition 
and the inequitable and unsound rates resulting therefrom, and 
since the conditions of construction, fire protection, wind, and 
climate, all of which affect the hazard, differ materially in 
different parts of the country. Not all companies do business 
in all parts of the country, and the laws of the several states differ 
materially, so that it has not been found feasible to maintain one 
central office. 

Rating offices are usually under the control of a committee of 
branch managers or general agents of the companies with wide 
discretionary power. Sometimes, as in states where anticompact 
laws still exist and forbid the companies to cooperate in rate 
making or agree on rates or practices, an individual expert sets 
up a rating office and promulgates advisory rates which are 
generally used. Always, unless prevented by statute, there are 
companies which do not adhere to the board or bureau, and whose 
rates appear to be based on those of the board, with such com- 
petitive discount as appears desirable to get the business that 
they expect will be profitable. 

Two classes of rates are found in fire insurance: These are class 
or minimum or tariff rates (the several terms are used in different 
parts of the country) and schedule or specific rates. Class rates 
apply to whole classes without differentiation of individual 
risks according to their own condition except that penalties are 
imposed for unusually hazardous conditions, e.g., a metal flue 
passing through a floor or wall and not properly protected, or 
credits given for such items as noncombustible roofs. The classes 
for which such rates are used are those where the units are small 
and the hazard low, so that the premium on any individual risk 
is so small that the cost of inspection would be very large in pro- 
pdrtion to it. The outstanding classes of such risks are the 
detached fran»,dweUing house and the detached brick dwelling 
house. . These classes are usually “preferred” classes and, in 
some jurisdictions, term insurance for 3 years is granted at twice 
the rate for 1 year, and for 5 years at three times the rate for 1 
year. The justification for so large a discount in the term rate is 
hard to find unless it be in an excessive annual rate. There are 
some obvious advantages to the company in the term risks. The 
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basis of preference for these risks is not wholly in excessive rates, 
aineft by reason of the small size of the individual risk and the 
large number of such risks, they constitute a class likely to pro- 
duce a very regular experience, with few serious departures from 
the average experience. 

Each rating organization has some schedule or schedules by 
which it arrives at specific rates for risks not subject to tariff 
rating. There are several such schedules, and no adequate 
understanding of the individual schedules and their differences 
can be conveyed within a few pages. An attempt will be made 
only to present the general theory of this method of rating. 

All such schedules start from a base rate which does not rest 
on a statistical comparsion of risks assumed and losses incurred; 
it is arrived at as a matter of the combined personal judgment 
of the committee in charge and checked by studies of the ratio 
of aggregate losses to aggregate premiums in comparison with a 
rough norm, or standard.^ Committees meeting at intervals 
adjust it up or down so that its use in connection with the schedule 
will probably restore the loss ratio to the desired normal.® The 
base is then modified by a factor to get the city key rate which 
is the rate for the standard building contemplated by the schedule 
in that city. The nature of this standard differs in the several 
schedules. It may be a high standard, in which case the indi- 
vidual rate will be found from it largely by the addition of charges, 
or it may be a low standard in which the individual rate shows 
more credits than charges. 

The factor by which the key rate is derived from the base is 
found from the result of a survey of the city by the engineers of 
the National Board of Fire Underwriters. That Board, Which 
is not a rate-making body, has developed a grading scheme for 
♦measuring relatively the standing of cities with regard to fire 
prevention and protection. It is based on an analysis of condi- 
tions of a city relative to the fire hazard, under which an arbitrary 

* See p. 868. In fire insurance expenses and proper provision for con- 
fiagration losses require about 50 per cent of the premiums. 

* Varying influences of schedule rating and actions of mdividuals in 
increasing or reducing their insurance, or transferring it from stock to 
mutual carriers, are such that a uniform percentage increase or decrease in a 
base rate may not give exactly the same percentage change in the rate level 
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5,000 points of possible deficiency are apportioned to the different 
aspects, such as water supply, fire-department equipment and 
personnel, and street layout, and again subdivided within each 
division. A proper number of points is charged for each 
deficiency, and the rating of the city depends on the total num- 
ber of deficiency points. The weighting of the several items 
is a matter of judgment of fire-prevention engineers but, if this 
is correct or approximately correct, the plan provides a measure 
for uniform application to the cities of the country by which 
their relative rank may be accurately gauged. 

The schedules used for rating individual risks set up a standard 
building with which the individual risk is compared; charges 
for deficiencies and credits for superior features are listed, as well 
as rules for taking account of the influence of surrounding risks 
known as exposures. In some of these schedules, notably the 
Universal Mercantile Schedule, the charges are in flat amounts 
and are added to the key rate regardless of each other or of the 
occupancy of the building. The standard for this schedule is 
a high type of building, and credits are not provided except for 
removal of conditions, which are under control of the insured, or 
for conditions of unusual advantage. The.se credits are percent- 
ages of the finally built-up rate. In other cases the charges and 
credits are uniform percentages of the key rate and are added to, 
or subtracted from, it. In the construction of the widely used 
Dean or Analytic Schedule the effort was made to express rela- 
tionships. Its form is consequently more complex than that of 
earlier schedules. Careful analysis of the physical phenomenon 
of fire loss underlies the structure of this schedule, but the item 
values are matters of expert judgment of rating engineers and are 
not based on statistical data.' There are different schedules for 
the different types of construction such as Class A, Class B, 
Ordinary, etc., and an important element of each schedule is the 
classification of the occupancy. 

Separate schedules are also used for sprinklered risks^ which 
generally contain fewer items because it is found that the protec- 
tion of the sprinkler is so great that the other points are minor. 
Special hazards, as certain types of manufacturing operations 

* That is, those protected against fire loss by automatic sprinklers. 
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are termed, are also rated by schedules designed to fit the pecul- 
iar operations covered. 

Whether fire-insurance rate making can ever be placed on an 
absolute statistical basis is a question about which widely 
varying views are held by students of the problem. There will 
probably always be found those who hope for the day when fire- 
insurance rates will be determined by methods recognized as 
equally well founded and scientific as are those by which life- 
insurance premiums are calculated. There will probably also 
always be the analyst who sees in the multifarious possible 
causes of fire damage to any individual risk, including damage 
by communicated fire, such complexity as to preclude any possi- 
bility of statistical control. In the supervision of rates and rate 
making, the companies are faced with constant necessity of 
justifying their position, usually by statistical evidence. This 
holds the potentiality of forcing such attention on this aspect 
of the problem as may lead to a reasonable and suitable statistical 
control on the major features of the rate-making procedure. 
The example of the evolution of rate making for workmen’s 
compensation insurance may lead the way in this direction, 
though that evolution has not yet advanced to the point of 
entire satisfaction to all concerned. 

Workmen’s Compensation. — ^From the beginning the rates 
for workmen’s compensation insurance have been subject to 
state regulation in the important industrial states of Massachu- 
setts and Now York, and, therefore, methods of rate making 
have had to be devised under which the rates produced could be 
justified to the insurance officials of those states. Many other 
states have since assumed supervision of rates, and it has not 
been possible for the companies to do other than base rates on 
statistical evidence and give full publicity to their rate-making 
procedure. The rate for an individual risk is found by applying 
to the manual or base rate for its class a modification arrived 
at by use of an experience-rating plan applied to the insurance 
carrier’s experience with the risk. The plans and procedure for 
developing both elements, manual rate and experience-rating 
plan, have undergone many changes, and it probably cannot be 
said that the present methods are the liCst word. 
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Rate-mdking Bodies . — In the industrially most important states 
there are state rating bureaus operating under close supervision 
of the insurance commissioners. The National Council on Com- 
pensation Insurance, a compact organization including nearly all 
compensation-insurance carriers, makes the rates, prepares the 
merit-rating plans for many states, and compiles data for some of 
the state bureaus. The Council had developed gradually from a 
loose federation of state rating organizations. 

Manual Rates . — In all states class rates are set forth in a 
manual which also contains sundry rules for classification and 
rating procedure. In the states where a state authority^ has 
jurisdiction over rates for workmen’s compensation insurance, 
the manual and its classifications, rates, and rules must have 
official approval. That approval is usually conditioned upon 
supervision of their use by the rating bureau designated by the 
state for that purpose. The manual rates are usually prepared 
by a committee of underwriters representing the carrier members 
of the bureau. The basis is a set of pure premiums* for each 
classification calculated from the most recent combined expe- 
rience of all the carriers. These are compared with the pure 
premiums underlying the existing rates, and new pure premiums 
are developed to represent the committee’s estimate of reason- 
able, adequate, and not unfairly discriminatory pure premiums 
for the period to which they are to be applied. The gross rates 
are then found by adding the appropriate loadings for expenses 
and contingencies. The technical problems involved in this work 
are such that adequate description is beyond the scope of an 
elementary text. Since the final result must be approved, usu- 
ally after public hearing before the approving state authority, 
which is also usually advised by its own experts who have access 
to the data used by the committee and frequently sit in on its 
deliberations, there is a minimum of opportunity for improper 
action by the oommittee. 

Experience^ating Plan . — In workmen’s compensation, unlike 
many other branches of insurance, the loss does not come from 
a single event that may never happen. Usually in a risk of 

* Usually the imurance commissioner but in some states the industrial 
commission. 

* See p. 371. 
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large size a number of small losses and one or two large ones 
each year are normally expected. In a risk of better than average 
morale the losses will be less for the same physical condition 
than in one of mediocre or poor morale. If the risk is large 
enough so that accidental departures from normal probabilities 
are not very likely, its own experience may be the best index of 
its proper rate. 

Most risks are not large enough to attach great weight to the 
indication of their own experience. But it has been found, both 
by mathematical investigation and practical experience, that it is 
justifiable and wise to give it some weight. Accordingly, the 
experience of the individual risk for a fixed fairly recent period, 
is worked up into a form in which its rate indication may be 
compared with the class rate. The final rate for the risk then lies 
between these two. If the risk is very large, the final rate will be 
nearer the indication of its own experience than the class rate, 
or class rate as modified by schedule if one is used. If the risk is 
small, the class rate dominates. The details of the plan are too 
complex to justify any attempt to present them in a general book 
discussing all branches of insurance.* 

' Automobile-liability Insurance. — Rates for automobile-liabil- 
ity insurance are generally not subject to approval of state 
officials, as are those for workmen’s compensation insurance. 
But these lines are written largely by the same carriers that write 
workmen’s compensation insurance, and their influence on rate- 
making requirements for that field has brought about a highly 
developed technique for making automobile rates. There is not, 
as for workmen’s compensation insurance, a central rate-making 
body. But most of the stock companies writing these lines are 
members of the National Bureau of Casualty and Surety Under- 
writers, a reorganization of a bureau that formerly made rates 
for workmen’s compensation insurance. This bureau makes 
rates for the automobile lines written by casualty companies, as 

* There is now in use a plan for further modification of the individual-nsk 
rate by a retrospective experience-rating plan where the premium exceeds 
$1,000. Under this an adjustment is to be made 18 months after the 
expiration of the policy in the light of its own experience. Some participat- 
ing carriers base their dividends in part upon the individual-risk experience. 
Other modifications of individual risk rating are under consideration and 
have bsen adopted in some states. 
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well as for some other lines. Its methods have been given public- 
ity and may fairly be said to determine the rates, though differ- 
ent rates are quoted by carriers not members of the bureau, 
whose competition cannot be ignored. The Mutual Casualty 
Insurance Rating Bureau is a similar organization. 

The rapidly changing types of automobiles produced in the 
immediate prewar period, changes in policy provisions and in 
highway conditions, and the more recent war controls have pre- 
sented constantly changing risk conditions in this field to which 
rate-making methods have had to be adapted. Probably an 
entirely new set of conditions will be presented in the postwar 
period. It therefore hardly seems desirable to attempt an outline 
of rate-making procedures. It is reasonable to expect that they 
will follow the general principles of statistical rate making devel- 
oped for the workmen’s compensation field with appropriate 
modification for differences in the nature of the risks covered. 

Other Lines of Insurance. — In the immediately preceding 
pages an outline has been presented of the practices in rate 
making for the more important lines of insurance. Less publicity 
has been given to the processes in other lines. With the excep- 
tion of personal-accident and health insurance, it may be said in 
general that rates are made by intercarrier bureaus upon statisti- 
cal data submitted by the carriers. These data are combined 
and developed into rates by rate makers who are experts in each 
particular field. There is generally a greater reliance upon 
expert judgment than in the case of workmen’s compensation 
insurance or of automobile-liability insurance, but more use of 
statistical data than in the making of fire-insurance rates. The 
objective of adequate, but equitable and reasonable, rates is the 
same. 

In the case of commercial (1-year term cancelable) accident 
and health insurance, tradition has fixed certain relations between 
rates and prin^pal sum, and the amount of weekly indemnity for 
the preferred classes. Competition, although keen, does not 
affect those relations but has tended to the introduction of new 
benefits and policy provisions, sometimes called "frills.” 
Recently the companies have formed organizations for studying 
combined experience, but as yet actual rate making and policy 
forms are individual company matters. 
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SUMMARY 

1. Premium rates must be adequate to produce the funds to 
pay losses and expenses. 

2. They must be equitable between classes of policyholders. 

3. By equitable rates is meant such relation that each individ- 
ual insured is charged what would be his proportionate share, if 
all risks insured in his company were identical in kind and degree 
with his. 

4. Inequitable rates are both unfair to the insured and, in the 
long run, dangerous to the carrier charging them. 

5. The first step toward securing equity in rates is classifica- 
tion of risks: 

o. By nature of hazard, i.e., field of insurance. 

6. By similarity of hazards, i.e., loss-producing factors. 

6. Supplementing classification by analytic rating permits 
larger and less uniform classes than when all risks in the class 
must take the same rate. 

7. Systems of classification must be based upon character- 
istics that are easily recognizable and, if they are to be satis- 
factory to the public, upon characteristics that appear to 
differentiate nature and degree of risk. 

8. Illustrations from several fields of insurance show that 
classification in practice has approximately conformed to these 
principles. 

9. Competition is a factor that cannot be ignored in rate 
making. 

10. Unregulated competition tends to produce inequitable, and, 
therefore, unsound rates. 

11. Voluntary efforts at regulating competition are necessary 
when it is not held in check by state regulation, and such efforts 
will be made in defiance of mistaken statutes intended to foster 
unrestricted competition. 

12. Inequitable rates tend to check efforts at loss prevention by 
reduction of hazard. 

13. If the system of rate making shows clearly the relation 
between the rate and the removable hazards, preventive effort 
will be fostered. 
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14. It is desirable to recognize in the rate the influence of 
morale where that can properly be done. 

15. Much labor is involved in establishing rates on a statistical 
basis but where practicable it is desirable. 

16. Where rates are to be found from a statistical basis, com- 
parison must be made between losses incurred and risks covered. 

17. Accurate classification of both items is essential. 

18. Rates should take cognizance of the ratio of insurance to 
value, wherever a considerable proportion of the losses are partial. 

19. A coinsurance clause is necessary to assure maintenance of 
the agreed ratio. 

20. Changing conditions with the passage of time tend to make 
past statistical data inaccurate and to require adjustment of its 
indications before they can be made the basis of rates. 

21. The insurance carriers in each field have adopted what 
seemed the most appropriate method to reach rate equity. 

22. In some cases very elaborate methods have been developed 
and are applied- at the cost of much labor and expense. 

23. This is especially the case where the rates must be approved 
by state authorities before they can be used and where, therefore, 
the basis of derivation must be justified. 
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The individual risks assumed by insurance carriers are not, 
like certain types of machinery, each an exact duplicate of every 
other. Such exact duplication is not found even within any 
class of risks for the purpose of rate making. And probably no 
refinement of rate-making technique can find the rate that exactly 
measures each risk to be insured. Fortunately such precision of 
risk measurement is not necessary to a satisfactory functioning of 
the insurance business. But, unless insurance of a particular 
type of risk is compulsory upon all and is required to be in a 
monopolistic institution, the inability to make such precise 
measurement does impose upon the insurance carriers the neces- 
sity of taking active measures to see that the risks assumed in each 
class are not the worst, or generally below the average of the class. 

It is also necessary, in the interest of equity between classes of 
insured, to assign each risk as accurately as may be to its proper 
class. In the long run this is also in the interest of the carrier, 
for persistent overcharging by assigning to a class carrying too 
high a rate, although possibly yielding some temporary profit, 
would, when it became known, so injure the carrier’s standing 
as to cause greater loss. 

Even if these requirements are met, serious injury to a risk 
carrier is still possible through too great concentration of value 
exposed to a single chance. For example, fire-insurance com- 
panies have sometimes found their losses in the conflagrations 
that have occurred in large cities too great to be met, and liquida- 
tion has been necessary. 

From the old practice of the marine insurers at Lloyd’s coffee- 
house signing their names and the amounts assumed under the 
proposed contracts, the term “underwriter” has come to mean 
one who is skilled in the estimation of risk and the proper terms 
of its acceptance by an insurance carrier. The work of meeting 
the requirements just noted is entrusted by each company to 
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underwriters, who collectively constitute the underwriting depart- 
ment of the company. 

Functions of the Underwriting Department. — The functions 
of the underwriting department are two: 

1. To secure a safe distribution of risks. 

2. To secure a profitable distribution of risks. 

In an earlier chapter the insurance business was spoken 
of as analogous to manufacturing; producing certainty as the 
finished product from risk as the raw material. In any line of 
manufacturing the quality of the finished product depends in large 
part upon the quality of raw material. All manufacturing 
enterprises maintain inspection departments and sometimes 
expensive laboratories to test raw materials in order that only a 
satisfactory and uniform quality of raw materials may be accepted 
and used. If it is possible to use different grades, this depart- 
ment classifies the material and assigns it to its proper use. The 
underwriting department of an insurance company has a precisely 
analogous function. 

Adverse Selection. — The optimism of human nature is such 
that the best risks are least likely to offer themselves for insurance. 
Therefore, the risks that any insurance company finds easiest 
to get and to hold are the poorer in their class. Further, individ- 
uals, in the conduct of their affairs, naturally seek the most 
favorable terms for transferring their risks, as to both classifica- 
tion, policy forms, and rates. This same tendency to think 
first of his own interests leads the insured persistently to choose, 
where option is open to him, that benefit which he regards 
as most valuable. This tendency is usually not to the advantage 
of the insurance carrier and is known as adverse selection. The 
i^nderwriting department must seek to overcome the effect of 
adverse selection by a careful selection of the better risks. 

Volume of^sk. — It was pointed out in Part I that the insur- 
ance business was founded on the law of large numbers.^ If the 
necessary conditions for the successful conduct of the business 
are to be realized, the carrier must secure an adequate volume of 
business to produce dependable average results, and so far as 
possible it should obtain such a volume in each class. It is the 

‘ See pp.l2 ff. 
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fujxction of the underwriting department to advise with the 
business-getting department to this end. In times of prosperity, 
when business is booming and losses few, some underwriters have 
overlooked the danger of adverse selection and have relied upon 
volume alone to give a dependable result. The subsequent 
loss ratios of their companies have usually had a corrective elfect. 

Spread of Risk. — Avoidance of excessive amounts at risk on a 
single hazard is, as has been noted, a further necessity to the 
safety of any insurance carrier. This involves the determination 
of the largest net amount the carrier will assume on a single 
risk, the net line, as well as the aggregate amount that will be 
taken in one group of risks subject to a single hazard, such as a 
conflagration in a congested community (fire insurance), a 
catastrophe in a factory or other risk covered by workmen’s 
compensation insurance, or the loss of an excursion steamer 
whose passengers may have been covered by accident insurance 
in one company. 

Favorable Selection. — Favorable selection involves not only 
the avoidance of excessive lines and adverse selection, but the 
deliberate selection of risks from those classes where the losses 
individually are apt to be small in comparison with the total 
value, the attempt to pick out of each class the best specimens, 
and the avoidance of classes where individual losses run close to 
the total insurance carried. For example, fire-insurance com- 
panies prefer private residences to sawmills, not solely because 
of higher relative rates (though there may be reason for believing 
the rates for residences are relatively high) but in large part 
because the losses on residences are usually small while those 
on sawmills are likely to be large. Again, some life-insurance 
companies writing only standard risks limit their writings as 
far as possible to certain forms of policies because the mortality 
of persons taking these forms is lower than among insured lives 
generally. 

Methods of Underwriting. — Methods of underwriting differ 
materially from carrier to carrier and according to the kinds of 
business written. In all cases, however, the preliminary work of 
selection must be done by the agents in the field. Their work 
must rest upon the instructions from the head office. Instruc- 
tions are commu n icated in part in rate books, manuals, and 
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circulars issued by the head office to all agents, in part by corre* 
spondence between the head office and the individual agent, and 
in part by oral instruction through special agents or in conven- 
tions of agents directly from head-office officials. 

The agency instructions of a well-organized and managed 
company are of two forms: 

1. Positive, setting forth the aims and desires of the office in regard to 
the business to be sought. 

2. Negative, in the form of prohibited and questionable class lists and 
like instructions as to risks the company refuses or prefers not to accept. 

Instructions of the negative type are communicated in definite 
terms, violation of which frequently carries a penalty. For 
example, life-insurance companies usually decline to pay for the 
medical examination of lives whose applications are submitted 
contrary to instructions. 

Positive instructions usually cover two aspects: 

1. Classes of business to be sought. 

2. Amount to be written on any one risk. 

Since all human rules are subject to exception, the procedure 
in cases where the agent feels an exception should be made 
should also be covered. This usually is covered by instruction 
to refer such cases to some supervising official of the carrier. 

From this point, underwriting procedure differs markedly 
between those classes of insurance where the policy is written 
by the agent and those where the application is first submitted 
to the head office, which issues the policy. Before proceeding 
with the discussion of these methods, a brief description of the 
sources of information for underwriting will be given. 

^Sources of Risk Information. — As has been explained in 
connection with the discussion of the various policy forms, there 
is considerabfer variation in methods of obtaining information 
from the insured, relative to the risk he is offering. 

In life insurance he signs a written application and also certain 
statements to the company's medical examiner. These become 
part of the contract and bind the insured as representations. In 
personal accident and some other kinds of insurance, signed 
applications are also often required. In the case of kinds of 
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insurance where an application is not taken, whether written on a 
schedule of warranties or not, some information is communicated 
to the insurance company’s representative by the insured. 
These representations furnish the first evidence for underwriting 
purposes. Obviously, they are not adequate for thorough protec- 
tion of the company. 

The companies consequently seek further information by 
examination and investigation on their own behalf. This prac- 
tice is most highly developed in the life-insurance field. Usually 
the applicant must be examined by a physician on behalf of the 
company, who sends his report of examination directly to the 
company or to a branch office in order to protect him from pres- 
sure by agents whose commission depends on the a-cceptance of 
the risk. Recently, some companies have undertaken the 
issuance of policies without medical examination. In such cases 
the statement required from the applicant is more rigid, and more 
careful inspection is made. 

In addition to arranging for the medical examination, the 
branch office of the company, on receipt of the application, 
refers the case either to its own inspection department, if one is 
maintained by the company, or to an organization whose busi- 
ness it is to investigate risks for life-insurance companies. These 
agencies attempt to ascertain the financial standing of the appli- 
cant, his associations and habits, and any facts about him that 
would tend to show whether he is a satisfactory risk. Such 
reports are, of course, sent directly to the company’s head or 
branch office, and are held highly confidential. 

Since the dishonest person who fails in his first attempt is per- 
sistent and will usually apply to some other company, concealihg 
the facts he believed the cause of his prior rejection, it is desirable 
for the companies to be warned of rejections. Most of the life- 
insurance companies operating in the United States are members 
of the Medical Information Bureau to which rejections are 
reported, with particulars for identification and a code designa- 
tion of the cause of rejection. Cards carrying- this informati<m 
are sent from the bureau to all companies and carefully filed. 
This indexed file is searched on receipt of any application at the 
home office as the first step in the underwriting procedure. 

Some companies also request of an inspection company a 
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similar report on certain classes of applicants for automobile- 
liability insurance, e.g., very young persons, such as college 
students, and those whose residence or other facts recorded in the 
declaration raise questions as to the possibility of the improper use 
of their cars, as in bootlegging or smuggling of immigrants. 

Companies writing other classes of insurance have similar 
types of information on which to base underwriting action. 
Another example will probably suffice. Except in the case 
of isolated farm risks, a written application is not required for 
fire insurance. All company head offices, and most important 
branch offices or general agencies, are equipped with insurance 
maps prepared by a company that makes this a specialty. These 
maps show the location of all buildings in the area mapped, 
including outbuildings on the premises, such as garages, water 
towers, or storerooms. The type of construction and use are 
indicated by distinctive coloring and other markings. A glance 
at the map tells the experienced underwriter the physical nature of 
the risk offered. If he has doubts, he may usually obtain from the 
rating organization covering his territory^ a copy of the inspection 
report on the basis of which its rate was fixed. He also has 
detailed reports of the National Board of Fire Underwriters 
relative to the characteristics of the community which are likely 
to affect fire risks in it. He can in that way judge the adequacy 
of water supply, fire department, and other protective features. 
Usually the underwriters have been special agents and are more 
or less familiar personally with the principal features of the cities 
and towns in the territory which they are underwriting. If the 
underwriter wishes additional information as to the financial 
standing of the owner, he may refer to the reports of such agencies 
as Dun and Bradstreet’s ot he may call for a special report. 
I^ere, as in other lines, the companies keep records of suspicious 
fires and claims corresponding to those of the life-insurance 
companies. * • 

In some lines of insurance, such as workmen’s compensation 
and to some extent liability insurance, the expected frequency of 
loss is such that the company may gain some evidence of the 
degree of risk from its own files. In companies writing such lines 
of insurance it is customary for the underwriting department 

* See p. 376. 
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to review the recoi J of each risk for a reasonable time before the 
expiration of the policy and, if it is not considered a desirable 
risk, to notify the agency of its unwillingness to renew. On many 
risks carried for long terms, there is a considerable volume of 
data on which to base the judgment. 

The greatest problem in underwriting is to avoid actual or 
potential fraud — what has been previously described as the moral 
hazard. No sure rule that will be an effective defense against 
moral hazard has been devised, nor can be. It would be an 
unwise and unjustifiable attitude for an underwriter to assume 
moral hazard in every case. But fraud uses so many and such 
clever disguises that he cannot afford to close his eyes to any 
suspicious indicia in the papers. Experienced underwriters, 
who have had some work in the adjustment of claims, seem to 
develop a sixth sense by which they detect such cases. 

Mode of Selection. — The manner in which underwriting 
selection is practiced differs also according to the kind of insur- 
ance, depending primarily on whether the policies are issued by 
the head office or by agents. 

When policies are issued from the head office, unacceptable 
applications are rejected, and the agents are notified to refund 
any payments accepted. This is regularly the practice in the 
life-insurance business. 

If the risk is not wholly unacceptable but may safely be taken 
on some other plan or basis than that applied for, a policy on 
such a plan or basis may be offered. Since such a policy is not 
in accordance with the insured’s order, it is necessary to send 
with the policy an amendment to the application, to be signed 
and returned by the insured in order to complete a binding 
contract. 

In the workmen’s compensation and kindred fields, where the 
company’s records form the principal basis of its underwriting, 
the notice to the agent of the desire not to renew will generally 
prevent the applications coming in or, if the policies are written 
by the agent, the issuance of the policy. Similar notice may 
be given to agents in connection with personal-accident- and 
health-insurance policies if the company receives notice through 
claims or otherwise of a serious impairment of the risk. 

In the case of policies issued by local agents without knowledge 
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of the underwriters until receipt of the daily report, the only 
alternative is to accept the risk or cancel. If cancellation is 
necessary, the agent is usually notified to effect the cancellation 
and is allowed a reasonable time in which to do so in order to 
protect his personal business interests. Cancellation causes so 
much inconvenience and dissatisfaction to all concerned that it 
is avoided wherever possible, and the underwriting department 
endeavors through special agents and notices to agents to prevent 
the issue of the policy in the first instance. 

Competition. — Competitive conditions play no small part in 
handicapping underwriters in their work of selection. Most 
persons needing insurance place their orders through brokers and 
agents chosen because of personal friendship or business connec- 
tions. Brokers and, to a limited extent, agents who represent 
several companies doing the same kind of insurance (a frequent 
condition in the fire-insurance business) may place any risk with 
whatever company they please. A particular company may be 
offered a volume of business of the kind it most desires and at 
the same time a few risks that it does not want. If the company 
wishes to retain the good will and patronage of the broker or 
agent in question, it may have to take the unwelcome business. 
Company representatives trying to avoid the undersirable risks 
have been told by brokers in such cases they must take “all or 
none." The underwriter faced with such conditions must 
weigh the advantages of the desirable business against the 
disadvantages of what he wishes to reject, and also give con- 
sideration to the value to his company of other patronage by 
the broker. He should not overlook the effect of a weak attitude 
on the future conduct of brokers. In too many cases in recent 
years, this fact has been overlooked to the detriment of the 
carriers. 


Underw^ling in the Drafting of Policy FomsandEndorsements. 
Careful draftsmanship in the preparation of policy forms greatly 
assists the underwriting work, and underwriters give much time 
and thought to the. drafting of forms and endorsements as well 
as to instructing ageifts in their proper use. Carelessly drafted 
forms and the absence of appropriate endorsements may result 
in exposing the company to one or more types of hazard not a 
necessary or appropriate part of its business. Among these are 
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1. Assumption of additional risks not contemplated or provided for in the 
rate. 

2. Abnormal moral hazard. 

3. Abnormal morale hazard. 

4. Adverse selection. 

6. Nuisance claims, i.e., claims for small amounts but involving relatively 
high adjustment cost. 

6. Underinsurance. 

7. Complex adjustment problems due to partial overlapping of different 
policies. ‘ 

The safeguard against the first of these dangers is precise 
definition of the risk assumed, which often requires specification 
by exclusion. Examples are the clauses in fire-insurance policies 
eliminating loss by. theft and loss by explosion. Similar excep- 
tions are found in other policies.* 

Less can be done in drafting forms to safeguard against moral 
hazard. The unusual form of the hail policy is partly dictated 
by this consideration. Attention was called on page 150 to 
language inserted in the livestock policy for this purpose. 

The resumption clause in the use-and-occupancy forms, the 
reference to failure to harvest in the hail form, and exceptions 3 
and 4* of the livestock policy are examples of efforts to reduce 
the hazard of a poor morale in these respective lines. But, 
as has been indicated, such hazard cannot be entirely 
eliminated. 

The nature of the provisions that must be inserted to reduce 
adverse selection is illustrated by the provisions as to premium 
payment and cancellation in the riot-and-civil-commotion policy,^ 
by the second item mentioned in the discussion of the hail policy,® 
and the requirement that the rain-insurance policy must' be 
applied for a week in advance.® 

The evident safeguard against nuisance claims is the use, 

^ See reference to nonconcurrent fire policies on p. 85. 

* See descriptions of forms given elsewhere in this book and forms repro- 
duced in the Appendices. 

* See p. 151. 

* See pp. 143-144. 

® See p. 145. If this clause were not in the policy, insurance might be 
procured when the appearance of characteristic clouds presaged the apptoach 
of a bad hail storm. 

* See p. 147. 
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either by insertion in the basic form or attachment in a rider, of 
a deductible clause, e.g., the memorandum clause in the marine 
policy. Likewise the insertion in the policy or attachment by 
rider of an average or coinsurance clause is a safeguard against 
underinsurance. The reader will find several instances of the 
use of each of these clauses in the forms reproduced in the appen- 
dices or heretofore described. 

The safeguard against complex adjustment problems is similar 
to that against assuming an unintended risk, viz., a careful 
definition of the risk assumed. There is, however, this difference : 
the company may be willing to assume the risk, provided it is not 
wholly or partly covered by another type of insurance. For it is 
only in that event that the complexity may arise. Reference has 
already been made to the use of schedule forms for covering 
multiple-item risks. ^ Another example of such a precaution, 
this time in the policy, is found in the windstorm policy in the 
provision defining its coverage on the glass in the building and 
the specific reference to other insurance that might also cover 
the glass.* The treatment of the liability coverage under the 
boiler policy* is an instance of a different type of provision to 
accomplish the same purpose as well as to give the insured, and 
not other insurers, the major benefit of his policy. 

Line Limits. — The problem of line limits, that of avoiding an 
excessive exposure to a single hazard, is very complex, involving 
consideration of the financial position of the company and the 
largest amount of loss which could be met at one time without 
injury, as well as the likelihood of several individual risks being 
involved in the same loss. For example, to a company with a 
surplus of but $50,000, a loss of $75,000 at one time would cause 
an impairment of $25,000 ip the capital. But if the company 
had a surplus of $500,000 or, as some have, of $5,000,000, the 
logs would be less serious. In the latter case it would be scarcely 
noticeable. Sjich a loss might readily occur to a company not 
writing more than $5,000 on a single risk if 15 of its risks were 
involved in the same disaster. 

In order, then, to protect the company in this respect, it is 

* See p. 85. 

* See p. 145. 

' See p. 154. 
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necessary that dual limits be set, one, of the amount to be taken 
on a single risk, and a second, of the amount to be taken in a 
given risk region, meaning a group of individual risks that may 
be involved in the same event. Both must be set with regard 
to the capital and surplus of the company. In fixing the indi- 
vidual-risk limit, consideration must be given to the probable 
amount of insurance likely to be sought. The law of large 
numbers applies only to frequency of occurrence, and it is a 
matter of indifference which of a group of individuals exposed to a 
given risk incurs a loss. But if a large sum is risked on one policy, 
e.g., $100,000, and only a small sum on each of the others, perhaps 
$5,000; when the large risk fell in, the loss would be the same as 
though a total loss had been experienced on each of 20 others. 
Any appreciable risk in excess of the average of the class tends to 
an unsatisfactory result, though a company with an adequate 
surplus may safely take the risk. If the departure of no one risk 
from the class average is great, the danger is less serious. Such 
chance of bad fluctuation as is then found is involved in the 
concurrence of many losses, not inaptly described as a shock loss. 

In modern life insurance, shock losses rarely occur. Con- 
flagrations do occur, and fire-insurance underwriters maintain 
careful conflagration line limits. To this end, cities are sub- 
divided into districts as indicated by the natural fire breaks. 
Maximum limits are fixed and rigidly adhered to for each 
district, and usually for each block and building within the 
district. Careful records are kept of the risks taken in such 
areas to make sure that the limit is not passed. 

The nature of workmen’s compensation insurance is such that 
the companies can set no limit to the amount of any one policy, 
and a catastrophe, such as a boiler explosion or fire, even in a 
small risk, may cause large losses. The statutory limit which 
many states set on the amount that may be exposed on a single 
risk (usually an arbitrary 10 per cent of capital and surplus) 
does not apply. In this, and other cases, where the carrier must 
write, or desires to write, lines of insurance beyond its limits, 
resort is had to reinsurance. 

Reinsurance. — In all lines of insurance the carrier, to satisfy 
field representatives, must often write a larger amount on a 
single risk than it can by itself carry safely. It may properly 
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do BO by taking out insurance (reinsurance) payable to itself 
for the excess. Reinsuring is a very old practice and has, in 
recent years, attained a position of great importance, with 
appropriate developments in method. 

In the early history of insurance, underwriters held quite 
rigidly to their own line limits, and it was the province of the 
insured or his brokers to procure a sufficient number of policies 
or the signature of a sufficient number of underwriters (in the 
case of Lloyd’s policies) to give adequate protection on the 
property covered. But even under these conditions, a carrier 
or an underwriter might find a risk accepted which, when added 
to risks already covered, gave a total line exposed to a single 
event larger than good judgment dictated. One or more of 
the risks was then reinsured individually by offering it in whole 
or in part to other underwriters. If the risk was accepted, a 
policy was issued in favor of the direct-writing carrier.^ The 
courts have held that the interest of the first carrier is an insurable 
interest. In all such cases the obligation of the reinsurer is to 
the direct-writing carrier only; the original insured is not in any 
sense a party to the reinsurance contract. 

This practice is still resorted to on occasion but it is slow, 
cumbersome, and expensive. It may result in loss if the event 
insured against occurs before the reinsurance policy is obtained. 
The practice has, therefore, grown up of providing reinsurance 
facilities in advance of need by contracts or treaties. Such 
contracts are issued by carriers that do a direct business but, 
beginning in Germany in the latter part of the nineteenth century, 
a connderable number of companies have been formed to write 
reinsurance exclusively. There are now several such American 
companies, as well as European companies that maintain branches 
in the United States. 

A number of forms of treaties for covering individual risks have 
been, and still in use. They fall into three classes: 

1. Facultative. 

2. Automatic: 
a. Excess. 

h. Quota-share. 

In addition to such reinsurance, which is common to all classes of 

‘ The carrier contracting with the original insured. 
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insurance, carriers writing workmen’s compensation and other 
lines subject to shock losses, take catastrophe reinsurance cover- 
ing excessive losses which may run beyond treaty or other 
reinsurance limits. 

The facultative treaiy is the first departure from seeking separate 
reinsurance of individual risks. Under it the reinsuring and 
reinsured carriers agree to a form in which risks, premium terms, 
commissions, and other details are to be submitted. The 
direct-writing carrier is not bound to submit for reinsurance 
any particular part of its business, nor is the reinsurer bound to 
accept, though sometimes it is provided that the reinsurer is 
bound from the time of submission unless it rejects. The chief 
advantage of such a treaty is the avoidance of the necessity 
in the first instance of “shopping around,” though that may 
become necessary if the submission is rejected. It also avoids 
the expense of issue of separate policies since memoranda data 
coupled with the treaty serve the same purpose. 

The automatic treaty of the excess type differs from the faculta- 
tive in that the direct-writing carrier binds itself to cede all or a 
certain portion of the excess of each risk accepted over its own 
net line as set up in the treaty, and that the reinsuring carrier 
binds itself in turn to accept such cessions. The treaty provides 
for periodic accounting by bordereau^ and for settlement of 
accounts. Usually the reinsuring carrier allows a commission 
to the direct-writing carrier, covering its share of the acquisi- 
tion and other costs and taxes. Small losses are usually accumu- 
lated and settled periodically, but the reinsurer is drawn upon 
for larger losses because it would put too much burden on the 
direct-writing carrier to wait for the periodic adjustment. 
A carrier may have several excess treaties with different reinsurers 
covering several successive lines each equal to, or a multiple of, 
its own net retention. Sometimes the reinsurance above the net 
line is pooled pro rata among several reinsurers with whom the 
direct-writing carrier has treaty arrangements that so stipulate. 

The quota-share treaty binds the direct-writing carrier to cede, 
and the reinsuring company to accept, a fixed proportion of 
each risk written by the former. This form of reinsurance is 

^ This is the technical term for a list or statement of policies issued, 
amounts reinsured, and other particulars called for by the contract. 
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less use4 as an underwriting tool than as a means of arranging 
the financial affairs of a new and small company so that its 
growth and development do not involve too much strain on its 
resources. It permits larger acceptances than would otherwise 
be possible. It is most frequently used by the smaller companies 
of an associated group under common management to satisfy 
their agents and increase the spread of business of the parent 
company. 

A further development of this practice is found in an arrange- 
ment among the company members of a fleet under common 
management, usually also having a large element of common 
ownership. A contract is entered into among the several com- 
paiiies under which 100 per cent of their direct writings are auto- 
matically and immediately ceded to the largest company of the 
fleet. That company, after procuring such outside reinsurance 
on individual risks as its underwriters deem necessary, apportions 
the remainder among the fleet members in fixed ratios. For 
example, it might retain 50 per cent, a second company might 
receive 30 per cent, and two others 10 per cent each. In some 
cases the smaller companies are in effect only agencies, the parent 
company taking over their entire business and giving them an 
appropriate share of its underwriting profits, if any. 

Detailed bordereaux are not usually used in connection with 
quota-share reinsurance. Intercompany accounting in such 
transactions is by way of gross totals. 

Catastrophe reinsurance does not require reporting of individual 
risks, since, in those kinds of insurance which are subject to 
catastrophe losses, even a small risk may occasion such losses. 
For example, a panic among the employees of a relatively small 
office might cause a number ,of deaths or permanent disabilities 
for which the compensation required of the carrier would be 
$50,000 or more. A treaty covering catastrophe reinsurance 
usually binds, the reinsuring carrier to reimburse the direct- 
writing carrier tor that part of its loss on any catastrophe in 
excess of a stipulated amount, e.g., $50,000. The reinsurer may 
then be liable up to an amount provided in the treaty, e.g., 
$200,000. Under a treaty with these limits the direct-writing 
carrier stands all loss on any such event up to $50,000. It will 
be reimbursed, if the loss exceeds $50,000 for the full excess, 
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unless the total loss exceeds $260,000, but will not be reimbursed 
for the excess over $250,000. The limits chosen for such rein- 
surance must be set by the underwriters for the direct-writing 
carrier with due regard to its business and resources. The pre- 
mium to the reinsuring carrier under such a contract is usually 
a percentage of the premiums of the direct-writing carrier. 

Often catastrophe reinsurance is carried in a pool of carriers 
substantially along the lines of interinsurance. Sometimes such 
a pool will also furnish reinsurance to carriers not members of 
the pool, dividing the profits among the underwriting member 
carriers, i.e., the pool acts as a proprietary reinsurance carrier. 

Whatever the arrangement for reinsurance may be, the aim is 
the same, to permit the company to serve its customers with the 
full insurance they desire, and at the same time to protect 
the company from loss due to concentration of amounts of 
coverage exposed to single occurrences. 

SUMMARY 

1. The underwriting objectives of insurance carriers in all 
branches of insurance are 

o. To get a safe distribution of risks, 

(1) By avoiding adverse selection. 

(2) By securing an adequate volume. 

(3) By avoiding congestion or concentration of risk. 

b. To get risks of a profitable type within each class. 

2. The preliminary work to this end must be done in the field, 
and the agents must be governed by 

а. Instructions as to type of risks desired and those to be 

avoided. 

б. Instructions as to line limits. 

c. Provision for meeting the exceptional case. 

3. The work of underwriting is based on the representations of 
the insured, supplemented by appropriate data secured by the 
carrier from other sources. 

4. The mode of underwriting selection depends on the prac- 
tice in iasiiing policies. It may depend on the following: 
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а. Rejeotion of application or offering of a different 
contract. 

б. Notice to agent not to renew particular policies. 

c. Cancellation of policies already issued as provided in 
the policies. 

6. The underwriter cannot ignore competitive conditions, 
and often his freedom of action is thereby much restricted. 

6. The underwriting staff participates in the drafting of forms 
to reduce underwriting problems to a minimum. 

7. A most serious problem of underwriting is the maintenance 
of suitable line limits. 

8. In order to maintain such limits, and yet permit agents 
adequately to cover the risks of their customers, resort is had to 
reinsurance. 

9. Several ^sterns of reinsurance contracts have been devel- 
oped to meet the needs of the carriers in this respect, many of 
which are written by companies whose exclusive field is 
reinsurance. 

10. Shock or catastrophe losses constitute a problem calling for 
a special type of reinsurance. 
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CHAPTER XXII 
ADJUSTMENT OF LOSSES 


In one sense an insurance carrier may be regarded as a trustee 
for its policyholders, since it is from them it receives the funds 
out of which losses are paid. If an individual carrier habitually 
overpays its losses, it jeopardizes its own future. If all overpay, 
rates must be increased to provide sufficient funds. Underpay- 
ment defrauds the individual policyholder concerned, tends to 
bring deserved condemnation on the company practicing it, 
smirches the record of the insurance business as a whole, and 
leads to a general mistrust of both insurance carriers and agents. 
The carriers have a difficult course to steer between Scylla and 
Charybdis. And the difficulty of the passage is enhanced by 
the troubled waters of the adverse psychological attitude of the 
insured, except in the case of those branches of insurance, such as 
life insurance, where the policies are all valued and only total 
losses are encountered. ^ 

Obviously the insurance company has need of a suitable 
department for dealing with policyholders presenting claims for 
losses. Not only has it need for such a department, but the 
need is for a staff of unusual capacity in its knowledge of insur- 
ance principles and policy provisions, and in its ability to under- 
stand human nature and deal fairly and firmly with miany 
different types of persons. . 

Technicid Provisions of Policy Contracts. — In the several 
chapters of Part II, the technical provisions of the common 
forms of policies with respect to settlement of losses were out- 
lined. These provisions determine the procedure for loss 
settlement. In general, the procedure must be initiated by the 
insured with some form of notice to the company that a loss 
has occurred. Usually, in practice, this will be given personally 
by telephone, or by note to the agent or broker through whom 
the policy was obtained. Few policyholders read their contracts 
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before a loss occurs. If they do so then, they learn for the first 
time their precise rights and duties, often to their surprise and 
dismay. Only in the case of the large loss to a corporation 
having competent insurance advice is it to be expected that the 
insured will follow precisely the policy provisions. Unless there 
is clear indication of fraud, public sentiment will not tolerate a 
hypertechnical attitude of the carriers. It, therefore, becomes 
necessary for the companies to make every reasonable effort 
to assist the claimant in preparing and presenting his claim. 
Since local agents are in many respects independent businessmen 
depending upon friendships and satisfied customers for their 
success, they are naturally disposed to furnish such assistance. 
If, in so doing, they carefully bear in mind their obligation to their 
companies, much good may result. In view of the doctrine of 
waiver and estoppel referred to below, much damage may result 
if the agent is not so mindful of his obligations to his company. 

Mechanics of Claim Settlement. — In a well-organized com- 
pany the receipt of a notice of loss initiates a systematic procedure 
designed to bring about settlement as promptly and with as little 
friction as possible. 

The first step in such procedure is “checking for coverage." 
The company’s records are examined to ascertain 

1. That the policy under which the claim is made was properly 
issued and put in force by a suitable settlement for the premium, 
not necessarily always in cash. 

2. That the policy was still in force at the time of the alleged 
loss. 

3. That the claimant is the person entitled to claim under the 
policy. He is often someone other than the nominal insured, 
e.g., a mortgagee under a fire-insurance policy, an employee 
under a workmen’s com’ljensation policy, the beneficiary or an 
assi^ee under a life-insurance policy. 

4. That the jjroperty (under a property-insurance policy) is 
that covered by tlie policy. 

6. That the hazard stated to have caused the loss was contem- 
plated by the policy. 

If the claim is apparently valid in view of these tests, formal 
claim blanks are sent to the claimant or, if the amount is large, 
a representative of the company is put in charge of the case and 
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continues negotiations with the insured, checking the case for 
loss. This consists in ascertaining 

1. That a loss has in fact been sustained. 

2. The cause of the loss and all attendant circumstances, in 
order to determine whether it was covered by the insuring clause, 
and not barred by the exclusions in the policy, and whether the 
policy had been avoided by some action of the insured. 

3. The actual amount of loss sustained, i.e . , the value of the loss. 

4. Whether anyone other than the claimant, against whom the 
company may obtain a claim by subrogation to the rights of the 
claimant, was responsible for the loss. 

These four duties, particularly the ascertainment of the values 
involved, constitute the difficult part of loss adjustment. 

Psychological Attitude of Claimants. — In most classes of 
insurance the difficulty of loss adjustment is enhanced by an 
adverse psychological attitude on the part of claimants. As 
already noted, few policyholders read their contracts in ad van ce of 
an occurrence resulting in loss of the type that they assume the 
contract covers. Consequently, many invalid claims are presented 
in entire good faith. Even when the claimant, after conference 
with adjusters, admits that the claim is not justified, he often feels 
aggrieved at the company, either for putting into the contract 
what now seems to him improper restrictive clauses or for 
permitting the agent to misrepresent the contract. For, what- 
ever the fact as to the fairness of the restrictive clause or the 
fullness of warning by the agent, the claimant whose claim is 
not recognized is an emotional rather than a reasonable being. 
Free recognition of such claims is, t>f course, improper, because 
the company that recognizes them in large numbers jeopardizes 
its own solvency on which the protection of other policyholders 
rests and, if it does not injure itself permanently, tends to 
raise the cost to the public, because it is only from premiums 
assisted slightly by interest earnings that losses and expenses 
can be paid. Refusal to recognize such claims gives the company 
8 bad name for hypertechnicality. Those in charge of loss 
settlement must, therefore, weigh carefully the loss involved in 
recognizing such claims against the loss involved in the creation 
of adverse criticism. 

Not only is the attitude of the claimant often adverse in this 
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regard, but it is also adverse as regards valuation of property. 
He feels the purpose and intent of insurance is, so far as possible, 
to put him back in the position in which he was at the time of 
the fire, or other cause of loss. With that view there can be no 
quarrel. In practice, it is rarely possible fully to realize it. 
Consider, for example, a loss by fire in which household furnish- 
ings have been in part destroyed and in part badly damaged. 
It may be assumed for purposes of discussion that the furniture 
was well made, is about 6 years old, and has been well cared 
for. To its owner it has many years of useful life. He has 
become attached to some pieces so that there is an additional 
sentimental value, but he will usually waive that as not replace- 
able. Repairs, if well done, he accepts with fair grace. The 
repaired pieces look fairly well. Perhaps the history of damage 
is not traceable in their appearance, but he knows it and the 
edge is dulled. But those pieces that are destroyed I The 
amount payable under the policy is their replacement cost new, 
less depreciation. True he could not have sold them for what 
they originally cost. But he had no desire to sell. He needs 
the same kind of things. He can get them for the amount 
payable for his loss, only by buying secondhand stuff. He does 
not want some one’s else castoffs. He has to suffer all the incon- 
venience of renting another apartment until his own is restored. 
He has to find new things. It is very difficult, indeed, for him to 
feel that he has received what he thought he paid for, when he is 
paid a cash sum equal to the value of his goods and must himself 
attend to replacement. He, or if not he, surely his wife, 
would strongly resent the insurance company’s barest hint of a 
desire to replace with secondhand goods. Let the reader try to 
visualize himself in the position, of the claimant and then, in the 
role of adjuster, try to satisfy himself. The illustration has been 
taken from the fire-insurance field. The principle applies 
broadly to many others. 

The difficulties above noticed have been encountered dnce 
the beginning of the practice of insurance. They have been 
met in various -ways but, of necessity, there has been much 
reduction of claims. Of course, since full payment is the expected 
thing, the insured takes the full settlement of a fair claim as a 
matter of course. If inquiry is made, he will commend the 
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company but he makes no special effort to do so. But the 
claimant whose claim has been rejected or scaled down, unless 
he has been caught in downright fraud, is not loath to speak of it. 
He feels aggrieved and seeks the opportunity to impress the 
unfairness of the settlement on all who will listen. The result 
is a widespread belief that insurance companies do not pay, and 
do not intend to pay, the claimant what he asks, whether or not 
it is a fair measure of his loss; that it is the province of the 
adjuster to scale down claims; and that his compensation is 
based on the “salvage” he makes regardless of how he makes it. 
The natural defensive action under this impression is to pad 
the claim for the amount which it is believed the adjuster will 
try to cut it. Many an honest policyholder has put in an exagger- 
ated claim in the belief that it was necessary in order to get 
his just indemnity. An example outside the field of insurance 
of the same attitude is the amount usually claimed as damages in 
personal-injury actions. It must be said with regret that there 
have been, and are, insurance organizations (stock and mutual 
companies and reciprocal exchanges), in dealing with which, 
exaggeration of claims is really a necessary measure of self- 
defense. But, certainly it is not necessary when one is dealing 
with companies of the highest standards, and it is the author's 
conviction, after many years of close contact with various 
branches of insurance, that it is not necessary with most of 
the well-established carriers. 

In the above, downright fraud has not been considered. 
Any experienced claim adjuster can furnish abundant evidence 
of efforts of those who live by their wits to perpetrate fraud 
upon insurance carriers. The protection of the public from 
arson and like crime, as well as the defense of the treasury of the 
insurer, require that the claims of this gentry be rejected. But 
they are so skillful that they often collect; and the fear of the 
adjuster that the claimant who has obviously been overzealous 
in his own interest may be of this type does not make any easier 
the problem of meeting the adverse attitude of the honest 
claimant. 

But not all cases of fraud are presented by habitual knaves, 
nor do many of them cause the same public condemnation and 
contempt as do most petty thievery and roguery. Whatever 
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the explanation, there is, in the United States at least, a widely 
shared view that insurance companies and other public-service 
corporations are “fair game.” It is indeed a citizen with a rare 
sense of honor who will refuse to lend his neighbor his commuta- 
tion ticket to go into town, unless he is afraid the user will be 
indentiiied and the ticket confiscated. And it is a rarer citizen 
who will decline the use of such a ticket. Yet such use is a 
clear violation of the contracts under which the tickets are 
sold and a fraud upon the railroad. In most circles it would 
be deemed clever to have secured payment of a claim against 
an insurance company for a few dollars, or a few hundred dollars, 
more than was justly due. After all you did not find out that 
some of the goods listed were seconds, and would not command 
first-grade prices, that was up to him, not you,” represents the 
usual attitude of the friends and acquaintances of the claimant. 

Practical Needs in Loss Adjustment. — ^There is a popular 
impression that a loss adjustment should consist only in inter- 
viewing the claimant, identifying the property lost, and pajring 
the claim. In some fields, e.g., life insurance, loss settlement is 
almost as simple as that. Since the policy is valued, it is neces- 
sary only to ascertain that the insured is dead, which can be 
certified to by the attending physician; that the policy is in 
force, which will be shown by the company's books; and that 
the claimant is the beneficiary under the policy, which can 
usually be readily established. Consequently, life-insurance 
claims are often paid within 24 hours after completed claim 
papers are received at the home office. But, in general, an 
adjustment of loss is far more complicated. 

Often, the first requirement is to stop further loss. This must 
be done, for example, where perishable goods have suffered 
smoke and water damage in a fire and where, if not dried out, 
rot will set in and cause further deterioration; or where a workman 
is injured and, if not promptly given first aid, may lose a limb 
or even his life, from infection. Under liability insurance, if 
the injur^ third party has time to brood over his injuries or fall 
into the hands of an unscrupulous shyster lawyer, his claim may 
be exaggerated. The illustrations given above suggest the means 
of prevention. Methods differ with the class of insurance and 
type of loss. 
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When steps have been taken to prevent further loss, it is 
necessary to consider salvage. Goods damaged by smoke or 
water can sometimes be reconditioned at slight expense, so that 
the claimant will be satisfied, and even pleased, to receive them 
back without further indemnity. Sometimes, as in marine 
insurance, extensive engineering operations are involved. In 
workmen’s compensation insurance, a surgical operation may be 
indicated, or retraining for a new occupation. Sometimes, sal- 
vage may be obtained through an action against other parties, 
taken under a right of subrogation received by the carrier from the 
insured. Whatever form it may take, the means of obtaining 
the salvage must be secured before final settlement is made with 
the claimant. Salvage need not be converted into cash or its 
equivalent before payment can be made. If a suit against third 
parties is necessary, such conversion is impossible. But the 
goods must have been legally transferred to the company, the 
subrogation assignment signed, or such other action taken as is 
necessary clearly to procure for the company the benefit of the 
salvage. 

The remaining need is a fair settlement in accordance with the 
spirit rather than letter of the contract. If the carrier insists 
too meticulously on technicalities, not only is an essentially 
unfair, albeit legal, advantage taken of the claimant but, in the 
long run, the reputation of the company and of the insurance 
business as a whole is injured. Niggardliness stands in the 
same category. On the other side, stands looseness in exacting 
proof of loss from the claimant. There are records of arsonists 
who have asserted that they were started on a career of crime 
by seeing how easily an unfair claim had been passed by a com- 
pany representative who was not alert to his full duty. 

Appraisal. — Many forms of policy provide for an appraisal of 
the loss in the event that the carrier and insured cannot agree on 
the amount of loss. Since the insured must stand half the cost of 
appraisal, this is a weapon in the hands of an unscrupulous 
adjuster to force a small discount on aU claims. No respectable 
company will tolerate such a practice. Unnecessary appraisals 
are to be avoided as needless expense. But where the nature of 
the loss is such that otherwise the two parties cannot both be 
convinced that a fair estimate of the amount of loss has been 
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reached, there should be no hesitancy in resorting to the terms 
of the policy providing therefor. The most reputable companies 
take this view. Neither party should appoint as appraiser an 
advocate of his interest, but each should seek a person technically 
qualified and disinterested, who will take a professional pride 
in arriving at a fair estimate of the amount of the loss. 

Replacement. — Most policies of property insurance give the 
insurer the right to repair or replace damaged property, taking 
the property for disposal. Replacement is very seldom resorted 
to, and making of repairs is rare. Either action usually involves 
substitution of new materials for old, giving the insured more 
than he is entitled to, and correspondingly increasing the loss to 
the company. Repairs are made in such cases as are controlled 
by a general rule providing an offset allowance for the greater value 
of the new material. Such a rule obtains in marine insurance. ‘ 

Waiver and Estoppel. — The doctrine of waiver and estoppel 
and its basis have been briefly outlined.® It is in connection with 
the adjustment of losses that the danger of running afoul of 
this legal doctrine is greatest. The adjuster is not so likely to 
commit himself in ^vriting in such a way as to create a waiver, 
as he is to find that, either through his own action or that of the 
local agent or some other representative of the company, an 
implied waiver has been created which estops the company from 
insisting on some one or more of its rights. If the insured can 
make out a prima-facie case, showing that an action by a compa- 
ny's representative has led him to a line of action or inaction as a 
consequence of which he later finds himself imable reasonably to 
comply with the company’s demands, whether or not they are in 
accordance with the policy, there is a high probability that a 
court would excuse h im from complying with them, on the ground 
that the company had by implication waived its right of insisting 
on compliance. This has occurred despite a policy provision 
that no action^of the company in investigating a claim or ascer- 

^ In the case of particular average to hull the rule is “thirds off,” meaning 
that the insurer shall bear only two-thirds of the repair cost, the other third 
being borne by the owner. In the case of general average the old rule was 
“thirds off,” but Rule XIII of the York-Antwerp Rules of 1890 provides 
a sliding scale dependent upon the age of the vessel. 

* See nn. 80 . 81 . 
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taining the amount of loss shall be held to constitute a waiver of 
any of its rights. If there are likely to be difficult problems 
in a loss adjustment or need of immediate action, e.g., prompt 
removal of goods to stop loss and begin reconditioning, the 
cautious adjuster will seek a nonwaiver agreement with the 
claimant under which both parties agree that the removal, 
or whatever other procedure is contemplated, does not constitute 
an acknowledgement of liability or a waiver of any right of 
either party. Such an agreement, though it is looked upon 
with suspicion by the insured, if properly drawn, is only fair 
as a means of establishing a modus vivendi pending determination 
of rights and liabilities of both parties. 

Qualifications of Adjusters. — ^This brief outline of the essential 
problems of loss adjustment should have indicated that, for the 
successful handling of this work, the carriers require men with 
special qualification both of personality and of knowledge. 
Probably the personal qualities are the more important since, 
to a large degree, they must be native. The others may be 
acquired by training. The first personal quality required is 
affability and tact, the ability to meet all classes of people on their 
own ground. Although this quality is in part a native gift, it may 
be enhanced by liberal education, designed to give an under- 
standing of people and of life. Next are required patience, 
thoroughness in investigating details, resoiu’cefulness to uncover 
dishonesty, and open-mindedness to avoid prejudging cases. 

The technical equipment necessary for an adjuster differs with 
the branches of the insurance business but includes, in all cases, 
a thorough knowledge of the policy contract and a \\^orking 
knowledge of the fundamentals of commercial law. Other 
technical equipment required will be better understood if con- 
sidered in connection with the special problems arising in the 
several branches of insurance. 

Special Problems in Particular Fields. Fire Losses. — Incen- 
diary losses are rare, and there are not many cases where the com- 
pany will be excused from liability by reason of the cause of the 
fire. But the cause should always be sought and fully noted in 
the report of the adjuster, because of the value of the information 
to those engaged in prevention work. All too often fires destroy 
the evidence of their causes. The greatest problem in the 
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adjustment of fire losses is the ascertainment of value before 
the fire and after the loss. This may involve accounting work 
to determine the stock on hand, and the working out of profit 
Ratios and ascertainment of discounts and other terms, in order 
to convert gross sales as shown by the account books into net 
value on a purchase-cost basis, the latter again to be put on a 
current market basis. Engineering problems may be involved in 
the salvage and reconditioning of stock or machinery, or in recon- 
struction and rehabilitation of buildings. The adjuster may call 
upon accoimtants and engineers as needed, but he should be 
able to handle the simpler cases himself. 

Theft . — In theft insurance, substantial damage losses do not 
often arise to plague the adjuster. There may be a small amount 
of damage done by the thieves in breaking into and ransacking 
the premises, but this is not the major problem. If it is a clear 
case of burglary, the main problems are to identify clearly the 
stolen property, to apprehend the thief, and to recover as much of 
the property as possible. Sometimes this could readily be done 
at reasonable cost, were there no danger in so doing of com- 
pounding a felony. Here, as in suspicious fire losses, it is wise to 
maintain cordial relations with the police. If the case is not one 
of burglary but is covered under a broader policy, the major 
difficulty is to keep clients satisfied and yet not pay for goods 
that have merely been mislaid. Many times companies have 
been reimbursed by the insured who has later found the “stolen” 
property. How many times they have not been reimbursed is 
another question. 

Liability Insurance . — In liability insurance the greatest 
difficulty is to get the facts. Accidents happen {e.g., a collision 
between two rapidly moving, automobiles) in such brief intervals 
of time that few eye witnesses will agree on just what happened, 
e^en when they have no incentive to a prejudiced statement. 
Often they hq^e a material 'interest or sympathy, which warps 
their view, ^^en the facts, or the best representation of the 
facts obtainable, have been secured, the next problem is to see 
them as they will appear to a jury when drawn from the witnesses 
under the dircumstances of a trial. The chance of the verdict 
being against the insured, and the probable amount, must then be 
weighed. And there is little time available for this, since wit- 
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nesses may disappear and claimants exaggerate their views if 
delay ensues. There is, of course, danger of increasing the 
amount claimed, if it appears that an insurance company and not 
an individual will be called upon to pay. The insured is bound 
by his policy terms to assist in the defense of claims, but his 
assistance may be nominal, and his real interest to escape per- 
sonal blame by seeing that the company makes a liberal settle- 
ment. Although some of the most reputable law firms handle 
damage-suit actions, such actions, on a contingent-fee basis, are 
the source of greatest profit for unscrupulous members of the 
bar. The kind of resistance to be encountered in defending cases 
must be considered. Sometimes it is p>ossible to settle an uncer- 
tain claim for less than the cost of defense. These are known as 
nuisance settlements. This kind of settlement must at times be 
made, but they are dangerous, for they encourage the ambulance- 
chaser type of lawyer. 

Workmen’s Compensation . — Strange as it may seem, the prob- 
lem of adjustments in workmen’s compensation insurance is 
closely analogous to that of partial loss in fire insurance. Only 
in a few cases does a question arise whether the accident is 
covered under the compensation law. The first question is 
whether the injured is getting proper medical aid. The second 
is whether the doctor is padding his bill, for high as are the ethics 
of the medical profession as a whole, there are those whose 
attitude seems to be that, since an insurance company will have 
to pay the bill, it might as well reimburse also for some of the 
uncollectable bills or gratis services that have been rendered to 
others. The third question is when has the injured so far.recov- 
ered that he should return to work, and what is the degree of 
permanent disability, if any. How much real malingering there 
may be it is hard to say. The author believes that many are 
inclined to overestimate it. Often the best treatment to avoid 
permanent stiffness, after an arm, for example, has been injured 
and partly recovered, is regular exercise and light work. But 
it hurts to do this, and the injured naturally shrinks from the 
pain and effort. In various ways he must be induced to make the 
effort. It may be necessary to find him a job suited to his 
limited capacity. It may be necessary to consider offering 
rehabilitation training, and perhaps to induce the injured man to 
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take it. Occasionally it has been found profitable to all concerned 
to pay liberally for his support and that of his family during 
retraining, in order to avoid a large pension for life on account of 
reduced earning power. Sometimes difficulty is encountered in 
inducing a man to accept operational treatment for certain 
injuries, and the assistance of the industrial commission may 
have to be sought to that end. Cases of occupational neuroses 
are particularly difficult to deal with. There can be no set rule for 
handling such cases. It is all-important for the carrier to secure, 
and keep, the good will of the industrial commission of each state 
in which it operates. Although the care of the injured is their 
first interest and duty, and the commissions are faithful to that 
duty, and although it should not be inferred that they are disposed 
to carry grudges, yet, in many borderline cases or cases of real 
malingering, a reputation with a commission for fair, nontechnical 
handling of cases is of great value to the carrier. 

Peraonal Accident-and-health Insurance . — Most of the classical 
instances of fraud, malingering, and self-maiming are drawn 
from the experience of the companies writing personal accident- 
and-health insurance. The most flagrant cases of defrauding 
of claimants by badly managed claim departments have also been 
found in this field. Perhaps the two facts are not unrelated. 
There is the same problem of medical aid as in workmen’s 
compensation insurance, though the policy contracts do not 
always provide for medical aid. The adjuster needs, as in indus- 
trial-injury cases, an understanding of medical terms and prac- 
tices. For a company whose aim is the faithful carrying out of 
its contracts and fair treatment of policyholders, the principal 
problem is the determination of the integrity of the claimant. 
If he is seeking no more than he is justly entitled to under his 
contract, no great difficulty is encountered in settling with him. 
If he is attempting a fraud, it becomes a battle of wits, the 
adjuster seekyi^ to catch him off his guard and make him expose 
himself. 

Auiomobile-theft Insurance. — ^Automobile-theft cases present 
some novel features not found in other classes of instu'ance, 
except perhaps residence burglary and theft insurance. It is 
often difficult to prove or disprove a claim that a car was stolen. 
If the car was insured for a named sum, even though not on a 
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valued policy, the insured may think that sum is recoverable in 
event of theft. When sudden depreciation becomes evident, he 
may seek to “sell it to the company” at the policy value through 
a theft claim. There have been fished up from the waters sur- 
rounding some of the big cities cars that were obviously disposed 
of to make way for a theft claim. 

In most cases of real theft the car is recovered, usually aban- 
doned by the thieves in more or less damaged condition. Once 
convinced that the car has been stolen, the adjustment staff must 
try to satisfy the insured and secure a reasonable time to try to 
recover it. Failing that, the claim must be paid, but effort to 
recover the car continued. If the car is recovered, it must be 
reconditioned and sold so as to net the largest possible salvage to 
the company. 

Surety Bonds . — ^The great variety, of risks covered by surety 
bonds precludes any general statement with regard to loss 
procedure under them. When a contractor appears to be in 
trouble on a contract, the surety company may advance him 
money, furnish engineering service, or even, with the consent of 
the- obligee, take over and complete the contract. Under other 
typjes of surety bonds other procedures may be indicated. The 
type of loss most resembling insurance losses is that under a 
personal fidelity bond. This case is much like a loss \mder a 
burglary policy. The obligee must be indemnified and an 
attempt made to recover the stolen property. The case, how- 
ever, is different in this respect, that the property taken by a 
burglar is all taken at one time and, unless promptly disposed of 
by him, may be recovered at once. Further, it may be identified, 
and the attempt to dispose of a part of it may lead to the appre- 
hension of the thief and the recovery of the remainder. But the 
peculations of the defaulter have usually extended over a period 
of time and been lost in gambling, speculation, or fast living. 
Hence, recovery is improbable. On the other hand, the surety 
is only secondarily liable and may be able to recover from the 
estate of the defaulter. Sometimes the family or friends of the 
defaulter will make good his defalcation to hush up scandal. It 
is the district attorney who must decide the question of prosecu- 
tion. The representative of the surety cannot, and should not, 
proiP'se immimity if the defalcation is made good. He may 
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intimate that he will not press for prosecution. Unless the 
defalcation is made good, it is the policy of the surety companies 
to pursue the defaulter to the ends of the earth and to have him 
brought back for prosecution as a deterrent example to others 
who may be tempted. 

Life Insurance . — Settlement of life-insurance claims is simpler 
than adjustments in any other field of insurance. Disappear- 
ance cases, which occur rarely, call for investigation, usually by 
the inspection department.^ Occasionally, in case of divorce, 
it may be uncertain who is the rightful claimant. This is a 
legal question, and the legal department of the company will 
take charge. If the amount is large and the case uncertain, 
the proceeds of the policy may be paid into court under an 
interpleader action, leaving it to the court to decide which of two 
or more claimants is the rightful beneficiary. 

There have been cases of fraud, usually of misrepresentation 
by an applicant of habits in regard to liquor or of physical 
defects, but under the incontestable clause these cases cannot be 
contested after the time limit provided by that clause has 
expired. As the time limit cannot exceed 2 years, these cases 
are also rare. 

The introduction of a permanent-total-disability clause into 
the policy brought in a new type of claim which has saddled the 
claim departments with more work, and work of a different 
kind. The major problem presented is what constitutes per- 
manent total disability. Most policies now provide that 120 
days of total disability constitutes presumptive evidence that 
the disability is permanent. This has disposed of the question 
of permanency, merely requiring periodic check to establish 
continuance of total disability. 

The introduction of increased benefits for accidental death 
l^as also, but not to the same extent, tended to complicate the 
work of th^ claim department. Dming the depression the 
companies were confronted with many claims under the double- 
indenmity clause where the insured died from carbon monoxide 
poisoning. He was found in his garage with the doors closed on a 
cold morning and the engine still running. Perhaps his business 
affairs were in bad shape. Was it an accident or was it an effort 

> Sm p. 389. 
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to provide for his family by his death what apparently he would 
not be able to provide in life? Even though the period during 
which suicide is a defense against a claim for the face of the policy 
has passed, the beneficiary is not entitled to the doubled benefit 
unless the death was caused by accidental means. Did or did not 
the policyholder know the danger of warming up the engine in the 
closed garage? Did the door blow shut? The claim department 
must decide in such a case whether the evidence of suicidal intent 
is strong enough to justify refusal of the larger sum and fighting 
the case in the courts, if necessary, or whether it is better to for- 
get suspicious circumstances and to pay promptly. If such a 
case is taken to court, the legal presumption is always that the 
cause of death was accidental. In the same class is the case of ' 
falling from a window.^ 

Miscellaneous . — In the foregoing discussion of special problems 
in loss adjustment no attempt has been made to deal exhaustively 
with all kinds of insurance claims. From what has been said and 
from a careful study of the policy forms involved, it is believed 
that the reader can picture for himself the important claim prob- 
lems in other fields. 

Independent Adjusters, Public Adjusters. — In addition to 
staff adjusters employed by carriers, general agents, and adjust- 
ment bureaus, there are independent adjusters and public adjusters. 
Independent adjusters* may be experts in particular types of 
adjustment, e.g., marine general-average adjusters, or they may 
cover several lines. They may be employed on particularly 
difficult cases or called in when the volume of work to be done is 
too great for the regular staff.® The business of independent 
adjusters in liability lines, especially automobile liability, is 
increasing because of the scattered character of the cases. 

Public adjusters offer their services to the insured. Because of 
the harm that may be done by unqualified and dishonest persons 
acting in this capacity, several states require that before one may 
practice as a public adjuster a license must be procured from the 

‘The companies now regularly exclude death due to inlmlation of gas 
from the coverage of the double-indemnity clause. 

* It seems to be becoming a fad to spell the word “adjustor.” 

• At the present time of man-power shortage in all lines they are par- 
ticularly busy. 
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state insurance commissioner. It is usually required that, before 
such a license may be granted, the applicant must pass an exam- 
ination designed to test his capacity, and the commissioner must 
be satisfied that he is of good moral character.^ 

SUMMARY 

1. In the settlement of claims, it is the duty, as well as to the 
interest, of the carrier to pay their full obligation but not to 
overpay. This often involves a delicate balancing of rights. 

2. The terms of policy contracts lay down the technical limits 
of liability and loss procedure. 

3. The mechanics of claim settlement involve 

o. Checking for coverage to determine whether 

(1) The policy is in force. 

(2) The claimant is covered. 

(3) The property and hazard are covered. 

b. Checking for loss to determine 

(1) Whether a loss was actually sustained. 

(2) The cause of the loss. 

(3) The amount of the loss. 

The (o) checking may be done in the office. The (6) checking 
must be done in the field. 

4. The carrier must secure its right of subrogation and other 
salvage, if there be any, in order to reduce the net loss. 

6. Often the psychological condition of the claimant makes it 
difficult to deal with him, for 

a. He usually has not read his policy and does not under- 
stand his rights and duties. 

h. He usually overvalues his property for sentimental 
reasons. 

c. He usually suspects that the company does not intend 
to pay in full and pads his claim for trading purposes. 

d. He often thinks that the company is fair game and that 
he should get what he can, perhaps having carried his 
insurance a long time with no loss. 

* In New York, independent adjusters are required to obtain a license. 
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6. The functions of an adjustment are 

o. To stop further loss and damage. 

b. To secure all proper salvage. 

c. To settle fairly without 

(1) Injuring the company’s reputation by over insist- 
ence on technicalities. 

(2) Injuring the company’s reputation by niggardliness 
in valuation. 

(3) Encouraging fraud and crime by laxity. 

(4) Incurring undue trouble and expense by needless 
appraisals. 

(5) Making replacement of new for old without due 
allowance for depreciation. 

7. One great problem in loss adjustment is to avoid forfeiture 
of company rights through implied waiver and consequent 
estoppel. 

8. Adjusters for carriers must be skillful in meeting and dealing 
with all types of people, technically versed in the policy terms, 
and familiar with the properties and risks insured. 

9. Special conditions of the several types of insurance coverages 
differentiate the problems of loss settlement imder them and 
call for special knowledge and procedure on the part of carrier 
representatives. 
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CHAPTER XXIII 
INSURANCE FINANCE 

The insurance carrier, whether stock company, mutual com- 
pany, or reciprocal exchange, is a financial institution. The 
financial aspect of insurance-company management, and its asso- 
ciated accounting and investment problems, are of major impor- 
tance in any comprehensive consideration of the insurance 
business. 

Collection of Premiums in Advance. — In a small community 
or other closely knit group it is possible to furnish insurance by 
a pure assessment carrier, to defer collection of the funds for loss 
payment until after the loss occurs, and to cairy no funds in the 
organization. But even in such a community the question might 
well arise whether a particular claimant was entitled to benefit 
unless he had already contributed on several other claims. 
There might also often be uncertainty as to the ability of all in 
the group to pay their full share, assuming complete confidence in 
their willingness. Even if these questions did not arise, there still 
would remain the delay in paying the claimant, which would be 
necessary to allow time for collection. Even the assessment 
carriers, therefore, usually assess in advance to provide at least 
enough to meet one claim and pay running expenses. Stock or 
mutual corporations, or reciprocal exchanges, regularly collect 
advance premiums, or deposits, to cover the probable loss during 
the term of the policy, or other fixed period, even though the 
policy may provide for assessments. 

Premium Not Earned until Service Performed. — Premiums 
paid in advance, though legally the property of the company, 
have not beex yarned, for no service has been rendered. In the 
absence of statutory provisions it would seem that the carrier 
has the legal right to use these premiums as it pleases. But 
the policyholders have a claim against the carrier for the serv- 
ices for which the premium was paid. Therefore, quite independ- 
ent of statutory regulation, a carrier that scrupulously regards 
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its contractual obligations, and desires to preserve its own reputa- 
tion, must so arrange its financial affairs as always to be able to 
meet just claims against it. This means that it must regard some 
part of the premium received on each unexpired policy as unearned 
until the policy has expired. What part is this? What is the 
significance of this view? 

As was pointed out in Chap. X, the probability of death within 
1 year depends on the age of the insured and increases with his 
age, so that a part of the level annual premium charged for life 
insurance is in excess of current requirements for mortality. 
Clearly this part is unearned, even at the end of the policy year. 
The same condition obtains in noncancelable accident and health 
insurance, the risk of disability increasing with age, and the pre- 
mium charged being level and fixed on the basis of age at entry. 
But in the year for which the premium is collected, the deaths 
and disabilities do not occur at the beginning of the year. In 
fact, in the actuarial calculations, they are assumed to take place 
at the end of the year, and the company is not considered to have 
earned the net premium until that time. 

Deaths and (Usabilities in a large group are fairly evenly 
distributed over the year. And this is true also of fires and other 
casualties against which insurance is offered. 

It is, then, fair to say of that part of the premium designed to 
pay current losses that it is earned pro rata as the term of the 
policy passes, and that the part corresponding to the unexpired 
portion of the current term, and all amounts charged in anticipa- 
tion of losses to occur after the expiration of the current term, 
are unearned. 

As to the part of the premium designed for the payment of 
expenses, the situation is not so clear. If the carrier is to pay 
future losses, it must continue to be a going concern. There will 
be future expenses to be met, and the money required for them 
should not be spent until so required. But the largest item of 
expense in respect to any individual policy, the commission pay- 
able to the agent for securing the business, is incurred when it is 
issued. This must be spent at once. As a matter of fact, in 
those kinds of insurance where the policy is issued and the pre- 
mium collected by the agent, this part of the premium is never 
received by the carrier. 
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But if a portion of the premium is unearned, does it belong to 
the policyholders? Is it a trust fund? Or can it be commingled 
with the company’s other funds? The statutory provisions 
dealing with these questions will be discussed in Part V. At this 
point it is well to try to reach a conclusion on the basis of sound 
business practice, public interest, and contract provisions. 

If claims that arise need not be paid immediately, it is not 
necessary to hold cash funds to meet them. In general, claims 
are not immediately payable on notice of the occurrence of the 
loss causing the claim. Determination of the question of liability 
and the amount of loss, as explained in Chap. XXII, usually 
takes some time, and the policy contract often allows a period of 
time to elapse before payment is required. In several kinds of 
insurance, loss payments are spread over a period of time. For 
such payments, investments that can be converted into cash 
within a reasonable time will meet the need of the carrier quite 
as well as cash. It is to the disadvantage of the public to lock 
up large amounts of funds in hoarded cash. Invested funds are 
more productive. ‘ 

The individual policyholder’s premium is ordinarily payable in 
cash, and the contract makes no provision for payment to him 
other than in cash, though the company may make other settle- 
ments which will involve it in cash outlays, e.g., repairing, paying 
court costs, etc. So long, therefore, as the cash is available 
when required to liquidate his claims there is no reason why these 
unearned premiums, or the investments that represent them, 
shoiild be sequestered and kept apart from other funds of the 
company. Neither statutory regulation nor business practice so 
requires. But it is evident that policyholders have an equitable 
right to some part, if not to all, of these funds. 

Not only have the policyholders an equitable right to unearned 
premiums, but they have a contractual claim to them in almost 

* In the normal course of business, income received during a calendar 
year is more than sufiicient to meet the disbursements of that year. There 
is usually, therefore, no necessity for liquidating investments in order to 
provide funds for payment of losses and expenses. But the carrier should 
always be in a position to meet its obligations without reliance on income 
other than that received for undertaking the specific obligations to which 
given income relates. 
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all cases, for the policies in most classes of insurance provide for 
cancellation at the option either of the policyholder or of the 
carrier. Life-insurance policies carry specific surrender values, 
and other forms of contract usually provide for the retention of an 
earned premium for the period covered, computed by a short- 
rate table if the cancellation is at the option of the policyholder, 
while the full prorata unearned premium is payable to the insured 
if the cancellation is at the option of the carrier. Such equitable 
rights do not create liens upon specific investments or handicap 
the financial transactions of the carriers, but are properly cared 
for by recognition of the gross amoimt of the policyholders’ equi- 
ties as a liability, and the holding of suitable investments equal to, 
or greater in value than the liability. This is both the legal 
requirement and regular practice. These balance-sheet liability 
items are known as ‘'reserves.” 

Function of Capital and Surplus. — In contrast with manu- 
facturing, transportation, and merchandising enterprises which 
require more or less physical capital in order to function, financial 
institutions require very little. An oflBce, often rented, in which 
to transact business, suitable furniture, and other office equip- 
ment, and records which are of value only so long as it is a going 
concern, but of little more than junk value if it ceases to do busi- 
ness, are all the physical equipment required. Yet financial 
institutions have capital and surplus funds, paid in or earned, in 
addition. Not only do they have capital and surplus, but usually 
they are not permitted by law to begin to operate until the.capital 
has been paid in cash. What is the purpose of such a require- 
ment? The key is found in the further requirement that the 
capital be maintained unimpaired over and above all liabilities. 
Tbia clearly indicates that the purpose is to maintain the credit of 
the institution, to provide a bulwark against loss for the benefit of 
all who may do business with it, whether the institution is a bank, 
a trust company, or an insurance carrier. But, as it is a second- 
ary defense, only to be -called upon when the obligations cannot 
be met from the proceeds of other assets, it need not be in cash. 
On the other hand, it must be represented by something that 
can be converted into cash should the need arise. Valuable as 
an extensive agency plant may be, it cannot serve as a part of 
the capital of a company since its value will vanish when the 
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company ceases to be a going concern. No good-will value can 
be used as a part of the capital of an insurance company. A 
company must, as has been shown, have an agency organization, 
and time and expense are required to build it up. But this 
expense must be met out of the earnings of the business or the 
contributions of the stockholders, and charged off. 

For this reason it is always desirable, and usually required 
by statute, that the stockholders of a newly organized insurance 
company pay in a surplus, through buying the stock for more than 
its par value. What proportion the surplus should bear to the 
capital dep>ends on the conditions under which the organization 
takes place and on the plans for development. Experience 
indicates that it should not be less than 50 per cent, and pref- 
erably 100 per cent or more of the capital. Experienced and 
skillful managements endeavor to keep a substantial margin of 
surplus to take up the shocks of variation in experience from year 
to year, so as always to keep the capital unimpaired. 

Importance of Investments. — The asset side of an insurance 
carrier’s balance sheet will thus consist of investments, cash in 
office and bank, premiums in course of collection and in transit, 
and such fixed assets as furniture, fixtures, and supplies. The 
more conservative companies take no credit for the last three 
items; if they are listed as assets, they are deducted as “not 
admitted” by the state authorities in publishing their reports. 
Real estate, if owned, is considered an investment; office premises 
can almost always be sold, since they are readily adaptable to 
the use of others without much expense. 

From the foregoing discussion it is apparent that its invest- 
ments are of the utmost importance to the insurance carrier. 
Since the premiums collected from individual policyholders are 
relatively small, insurance carriers constitute collecting reservoirs 
fbr investment funds. Some students regard this aspect of the 
business as of^portance almost on a par with the service of elim- 
inating risk. Indeed, some writers stress the accumulation of 
capital in advance as an essential characteristic of insurance. 
The present writer cannot go so far. The great social-insurance 
institutions of some of the European governments show rather 
conclusively that, under proper conditions, the service of elimi- 
nating risk, the real insurance service, can be performed without 



INSURANCE FINANCE 


423 


advance accumulation and investment of funds. If attention is 
confined to the commercial practice of insurance, the advance 
accumulation of funds is a practical necessity; the serving as col- 
lecting reservoirs, of great public advantage; and proper invest- 
ment of funds, of prime importance. 

Not only is it socially desirable that funds be invested in order 
that they may be productively employed, it is also desirable from 
the standpoint of the carrier, since the investment yield may 
serve either to reduce the cost of the insurance to policyholders or 
to furnish profits to the stockholders. The investment yield is 
especially important in life insurance. There, as explained in 
Chap. X, the risk is one of time of occurrence, and the present 
value of the future payment depends on the earning power of 
money. A certain interest yield is assumed in the actuarial cal- 
culation of premiums and reserves and, if this yield is not realized, 
the rates and reserves will prove inadequate, and the company 
will be unable to pay its claims. 

Types of Investments Adapted to Needs. — Although insurance 
carriers of all kinds should invest all their funds, except such 
as are required in the current transaction of their business, 
the investment needs and proper investment policies differ 
according to the kind or risks covered. In this regard carriers 
fall into three types: 

1. Those in whose business large emergency losses payable in 
cash within a limited time may arise. Examples of this class are 
fire- and marine-insurance carriers to which a single conflagration 
or series of storms may bring losses running into millions of dollars. 

2. Those in whose business large losses may arise within a 
brief interval of time, which are not payable at once but in install- 
ments over a considerable period of time; e.g., a company doing 
an extensive workmen’s-compensation-insurance business may 
become involved in a single catastrophe that will cause losses 
running into many thousands of dollars, spread, however, over a 
term of years as specified in the compensation law. 

3. Those not subject to any excessive loss from a single occur- 
rence. Life-insurance companies are the chief examples of this 
class. Even the influenza epidemic of 1918 did pot, in most 
cases, call for cash- in excess of funds readily realized without 
sale of investments. 
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The exigencies which companies in the first of the above classes 
must be prepared to meet are such that a very considerable part 
of their investments must be in readily marketable securities, so 
that funds to meet an emergency may be promptly raised. This 
observation, however, is to be limited by consideration of the 
imderwriting policy of the company. A sufficient amount should 
be kept in a form readily liquidatable to meet one case of the most 
severe loss reasonably to be expected. If there is a second set of 
investments that can be converted without undue delay, it 
would not be a sign of poor management if part of the assets 
were in a more permanent form, e.g., the home-office premises. 
But in general a slow form of investment such as real-estate 
mortgages, particularly farm mortgages, regardless of the ulti- 
mate soundness of the underlying security or the rate of yield, 
should not form a large proportion of the assets of this type of 
company. And in American practice they do not. 

Owing to the nature of its liabilities a company of the third type 
may well seek long-time or semipermanent investment. For 
this type, stability of yield with sound security is the first con- 
sideration. This is particularly true if the trend of the interest 
rate is downward, for then a short-term investment must soon be 
replaced at a lower yield. The investment expense is also 
reduced if it is not necessary to change investments too fre- 
quently. Hence, a large proportion of real-estate mortgages is 
found in the assets of life-insurance companies. Long-term 
bonds are also largely represented. For special reasons, invest- 
ments in stocks are limited by law in some states to particular 
types of preferred or guaranteed stocks. In well-managed com- 
panies, loans on collateral are small and represent only temporary 
placements until suitable permanent investment can be made. 

Companies in the second group are intermediate between 
these two in the way in which their probable loss requirements 
dictate their investment needs and policies. They cannot rely 
fully on current income to meet all exigencies of loss requirements. 
On the other hand, they do not need to hold such a proportion of 
highly liqmd assets as companies of the first type. 

The total assets as of Dec. 31, 1944, of fire and marine carriers 
admitted to do business in New York were $3,623,327,699. Their 
distribution by type is shown in the accompanying table. 
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Assets of Fibs and Mabinb Cabbibbs* 


Type 

Amount 

Percentage 

Real estate 

1 59,719,957 

1.7 

Mortgage loans 

25,808,371 

0.7 

Bonds and stocks 

2,912,063,405 

82.7 

Collateral loans 

227,936 


Cash in office and bank 

338,923,974 

9.6 

Premiums in course of collection 

144,966,152 

4.1 

Miscellaneous 

41,617,904 

1.2 


* Advance Printing of Principal Statiatioai Tables from Ntu> York Jnturanet Bepoti 
1946, p. 67. 


For the casualty carriers the total assets were $2,724,186,846. 

Assets op Casualty Cabbiebs* 


Type 

Amotmt 

Percentage 

Real estate 

45,197,364 

1.7 

Mortgage loans 

18,237,013 

0.7 

Bonds and stocks 

2,211,848,718 

81.2 

Collateral loans 

115,000 


Cash in office and bank 

254,084,128 

9.3 

Interest and rents due and accrued 

8,486,582 

0.3 

Premiums in course of collection 

166,027,920 

6.1 

Other assets 

20,190,121 

0.7 


* Advance Printing of Principal Statistical Tables from New York Ineuranee Report^ 1945* 


p. 132. 


Assets of Life-insurance Carriers 


Type 

Amount 

Percentage 

Real estate 

854,682,202 

2.4 

Mortgage loans % 

5,344,139,334 

15.0 

Bonds and stocks 

26,409,745,942 

74.0 

Policy loans and premium notes secured 



by policy reserves 

1,759,218,301 

5.0 

Cash in office and bank 

546,900,193 

1.5 

Interest and rent due and accrued 

277,059,828 

0.8 

Deferred and uncollected premiums 

468,196,931 

1.3 

All other 

14,155,156 


Total* ' 

35,674;097,887 



Advance Printing of Principal Statistical Tables from New York Ineuranee Reporit 
1945 » p. 29. The item of deferred an^ uncollected premiums is an offset item against part 
of the reserve and ills entry is made necessary by the prescribed manner of computing, the 
reserve. It is not an investment of the company. The volume of policy loans is deter- 
mined by the action of policyholders in borrowing from the company rather than by the 
desire of the company for that form of investment. 
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Examination of these data shows that in all cases real-estate 
holdings are small. This is partly due to statutory restriction. 
The greater liquidity of the fire-and-marine and casualty-com- 
pany investments, than those of the life companies, is immedi- 
ately apparent. W ere the stock and bond investments separately 
shown, as in stock or bonds, the difference in investment practice 
would be further apparent. Though the necessity for liquidity 
is not so great in a casualty company as in a hre-and-marine 
company, the investment policies of the former class has tended 
to follow those of the latter. The data do show a slight tendency 
toward more permanent investments in the increase in the pro- 
portion of mortgages with reduction in stocks and bonds. 

In all three groups the figures are not quite representative of 
what has been normal practice in the past and may again become 
normal. They reflect the part of insurance carriers in financing 
the war effort. All types of carriers, indeed, almost all carriers 
of every type, have greatly increased their holdings of United 
States bonds. On this account all carriers are in considerably 
more liquid condition than usual, for the United States bonds 
they hold can readily be converted into cash should occasion 
require. The low yield of such bonds makes them unattractive 
in normal times. Without implying that patriotic motives had 
no part in this trend, it may be noted that the supply of other 
suitable investments in the market was restricted. 

Investment Profits for Stockholders. — Because the dividends 
to stockholders of established insurance companies are large when 
expressed as a percentage of the capital, it is often argued that 
excessive profits are made in the business. This serves the 
reckless promoter in securing capital from those who do not 
carefully investigate his offerings. It also serves the agitator as 
apparent evidence that rates are excessive. Since the investors 
^it would perhaps be more accurate to call them “hopeful specu- 
lators”) sel(^m realize the returns promised and since the com- 
panies show conclusively by abundant figures that in the same 
years in which dividends of 16 to 25.per cent on their capital have 
been paid, there have been no underwriting profits, it is appropri- 
ate to inv^tigate the source of these dividends. It is to be found 
in the returns from investment of funds, or as they are called m 
the business, the “banking profits.” 
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In few lines of insurance other than life insurance are the 
probabilities of loss predictable with sufficient precision to 
permit the making of rates within a margin of error of 2 or 
3 per cent. ^ When the contracts are for short terms, say one 
year or less, and losses are fairly distributed over the year, 
something less than the total premium income is invested on the 
average about one-half a year.* At a conservative rate, the 
interest earned on such an investment is less than a reasonable 
assumption as to the margin of error in the premium rates. 
Hence, as indicated in Chap. XX, the interest factor is not 
consciously taken into account in rate making.* Indirectly, 
when the force of competition is considered, this influence may be 
felt. In calculating underwriting results, investment yield is not 
considered, but the comparison is made between premiums and 

^ There is reason to doubt whether the same statement would not apply 
to life insurance, were the contracts not for long terms during which acci- 
dental errors in individual years iron themselves out. 

* The usual practice is to allow agents about 60 days for paying premiums 
on their policies. If commissions and agency expense approximate 25 
per cent (it varies by lines of insurance), the company receives about 75 per 
cent of the premium on any policy 2 months after its issue. The head- 
office expense of getting the policy records in and the contribution to other 
expense during these 2 months will have consumed another 5 per cent. If 
the contemplated loss ratio is 50 per cent, there is about 2 per cent a month 
available and disbursed, for the remaining expenses and taxes. Losses, 
assuming a uniform spread over a year, will be about 4 per cent a month. 
Although losses begin as soon as the policy is issued, time must be allowed for 
adjustment. An assumption of 2 months is a little long, but it will serve 
for rough calculation^ This will mean that loss payments begin about the 
time the company receives the money and continue at a fairly uniform rate 
until about 2 months after the policy expires. Contribution to expenses, 
of course, ceases on its expiration. From these considerations, it will be 
seen that the company has an initial fund of 70 per cent, all of which, except 
for operating cash, it may invest, the amount attributable to any one 
policy, and so invested, diminishing fairly uniformly over a year. Assuming 
'warnings of 5 per cent, this would yield not to exceed cent of the 

premium charged, which confirms the above statement. The case has been 
much simplified by omitting from consideration policies for terms longer 
than 1 year, and other complicating factors, but this does not affect the 
results greatly. 

’ In the case of workmen’s compensation insurance the interest earnings 
on amounts set aside for deferred payments on long-term indemnities is 
taken into account in preparing the statistical for rate-making purposes. 
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(os&es and expenses. The net balance constitutes the under- 
writing gain or loss. The investment yield, though small in the 
case of the individual policy, is large in gross amount for a 
substantial company and may offset losses on underwriting, or 
go to the surplus account of the company and be available for 
dividends to stockholders. Thus, the total assets of New York 
joint stock fire-and-marine-insurance companies, as of Dec. 31, 
1944, were $1,154,967,358; their capital, $134,046,195, and sur- 
plus, $531,344,450. Their income from interest, dividends, and 
rents during 1944 was $38,000,000, or about per cent of the 
total assets.^ There was a small additional profit on maturity 
and sale of investments and appreciation in market values; and 
taking all factors into account, the average yield would be a little 
larger than the above. Assuming the entire interest, dividend, 
and rent earnings to be paid in dividends, this would provide an 
average dividend on the nominal capital -of about 28 per cent. 
In fact, the dividends in 1944 of these companies were $27,000,- 
000, about $11,000,000, less than the interest earnings without 
taking account of profits on turnover of investments.* 

The foregoing discussion and illustrative figures bring out 
several significant facts. First, they show the important part 
investment income plays in the insurance business, a fact well 
appreciated by directors who are generally better qualified as 
investors than underwriters. Second, they show that dividends 
may be paid which are not at the expense of policyholders, 
except to the extent that the advance payment of premiums 
furnishes funds for investment. Third, they show that the 
capital invested in insurance may be adequately rewarded 
without underwriting profits, if the underwriting income is 
adequate to provide fully for losses and expense, including within 
the meaning of losses, not merely the' losses of the current year 
but such losses modified by an apportionment over several years 
of excessive k)sses in bad years.... Although the reasoning and 

i-i-If -the investment return is to -be accurately estimated, the rate should 
be calculated "on the mean invested assets, but- precise accuracy is not 
necessary to-Olustrate the point, and the detailed adjustments might cause 
confusum and misunderstanding. . ■ ■ • - 

* Adyfi^c.e Prffiting of Principal Statistical Tables from New York Iruur- 
diw flieJ^pr^.l946^ PP.•48^W^72, 84.* 
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illustrations have been based on fire-and-marine insurance, the 
principles apply broadly to all except life insurance, in the pre- 
miums for which the interest rate is allowed for.^ 

Although th^ considerations have brought out important 
facts, there is likelihood of misinterpretation if care is not exer- 
ciseds^^lt was' pointed out that the investment earnings of the 
New York companies furnished the means for a dividend of about 
28 per cent on the nominal capital invested. This must be 
carefully distinguished from the real capital, for, if the surplus 
is considered to be part of the capital invested, the available 
return is less than 8 per cent. While this is much smaller, it yet 
does not present an entirely correct picture of the prospect of 
return to one investing in the stock of a new insurance enter- 
prise. It has already been stated that to get a start the stock 
must be paid for at a figure above par. Let it be assumed it is 
paid for at 200 per cent. At the end of the first year some of the 
paid-in surplus will be absorbed in establishing the business. 
The statement may show a further impairment of the original 
surplus at the end of the second year. It will probably not -be 
restored before the end of the fourth. The exact progress will 
depend on circumstances, e.g., whether the carrier is associated 
with an established company and is receiving its support; and on 
the development policies pursued, i.e., whether the carrier rapidly 
expanded or grew slowly. Since it will be unwise and illegal to 
pay dividends until a condition is reached where the paid-in sur- 
plus will still remain intact after payment of the dividend, it is 
safe to say that a period not much, if any, less than 5 y^rs must 
elapse before dividend payment may be begun. Assuming that 
the investor estimates a fair return on his money to be 5 per cent, 
this deferment of return adds approximately 30 per cent to his 
investment and his actual investment is 260 per cent of its nom- 

* It should not be inferred from the above that no imderwriting profits 
are made. These, however, are quite variable and sometimes there is an 
imderwriting loss. It is also difficult to estimate what is the real under- 
writing profit or loss since the full unearned-premium reserve is not required 
under normal conditions for the future loss and expense payments on 
existing phlioies. The point to be noted is the importance of the investment 
income as a shurce of profit to stockholders in the case of stock companies 
and of dividends or reduction of expense charges to policyholders of mutual 
companies. In 1944 there were substantial profits from underwriting. 
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inal par value. But this takes no account of the risk run on his 
capital during the early period, when that risk was greatest. In 
view of these considerations he would, indeed, be bold who would 
assert that capital invested in insurance enterprises yields inor- 
dinate return. So far as known to the writer, no complete study 
of actual results, which has taken into account the losses incurred 
by the investors in unsuccessful insurance enterprises, has been 
made. 

The conclusion just reached is consonant with the one that is 
indicated by independent reasoning, since excessive returns would 
invite new capital into the business, which if not called for by 
expanding needs would reduce the average return by increasing 
expense in competition, or by unwise rate competition increase 
the loss ratio, tending to create underwriting deficits to offset 
investment gains. 

This discussion of insurance stocks as an investment is some- 
what of an excursus from the primary topic under consideration, 
but is proper at this point in view of the recognized fact that it 
is 'primarily the investment side of the business to which the 
management of most insurance enterprises looks for the profits 
for stockholders. 

Trustee Character of the Insurance Business. — Although the 
assets of insurance carriers are not trust funds in the sense that 
they are deposits received under specific trust agreements pre- 
scribing how they are to be used, as with trust companies, they 
are trust funds in the sense that, while the legal title rests with 
the carriers, it has continuing obligations in connection with their 
use. This trust character imposes certain limitations and the 
performance of specific duties, on the carrier. 

The insurance carrier must’ confine its activities to the insurance 
business. It would not be fair to its policyholders for it to engage 
iif mining enterprises, in trading, or in transportation, no matter 
how profitablf such activities might be to the proprietors of the 
company. But a company may have to ^spose of goods 
acquired as salvage, and so from time to time engage in a sort of 
merchandi;dng; or a surety conq>any may have to engage in 
extensive engineering operations to complete a contract if it 
may in that way reduce its -losses. 

The carrier must treat all classes of policyholders fairly and 
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equitably and is not free to furnish insurance gratis to favored 
persons as a merchant might give away goods or sell them at 
reduced prices to friends. It must see that its premiums are 
collected, or its policies canceled. Only in rare cases is it under 
the obligation of a common carrier to serve all who seek insurance 
and are willing to pay the price. ^ But the insurance company 
often finds itself in the class with the common carrier in that its 
rates are subject to supervision or specification by state 
authorities. 

The carrier’s income and disbursements must be rijgidly 
accounted for and its accounts kept open to the inspection of 
proper authorities. Periodic summary statements and balance 
sheets must be published in prescribed form for the information 
of its policyholders and of the general public. 

In the published balance sheet, assets must be valued fairly, 
and the liabilities must be fully stated. This obligation is 
clear, but its enforcement is not alwayis easy. It has been a 
favorite device of the management of an insurance company 
that is not too scrupulous in observing its obligations to inflate 
the value of assets whose actual value is not easy of determination. 

Reserves. — ^Liabilities for future obligations ate usually 
designated as “reserves.” As has been pointed out, this term 
does not connote cash or securities set apart for the special 
purpose. The reserve is purely a balance-sheet figure represent- 
ing the amount chargeable against the total assets to cover the 
particular liability so designated. This topic will be more fully 
discussed in the following chapter. 

Surplus — ^Its Ownership and Disposal. — The surplus of an 
insurance company is the balancing figure of its balance sheet. 
It is the excess of assets over the sum of the liabilities and the 
capital, if there is any. The ownership of the surplus depends 
on the type of company and on the contracts between it and its 
policyholders. In a mutual company it is the property of the 
body of policyholders, although sometimes mutual life-insurance 
companies have policies in force which provide that the policy- 
holder shall not share in the surplus of the company. Formerly 

^ Carriers of workmen’s compensation insurance in Arizona, or oL,auto- 
mobile-liability insurance in Massachusetts, must insure all applicants. 
There are minor exceptions in Massachusetts.' 
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mutual companies offered these so-called “nonparticipating" 
policies direct to the public. The laws of certain states having 
forbidden this, it is not often done, but policies that have lapsed 
and are being carried as extended-term insurance are often non- 
participating. Annuities are usually written under a nonpartici- 
pating contract. In \vhomever the ownership of the surplus rests, 
the control of its disposition rests with the board of directors as 
managers of the company, subject to its policy contracts. 

The present practice of mutual companies is to distribute 
annually to policyholders such part of the surplus as may be 
deemed proper, having regard to security of the company and 
equity among classes of policyholders. The methods of making 
the apportionment differ so greatly, according to the kind of busi- 
ness, and in some cases involve such detail that no complete 
discussion is possible here. It is the usual practice to time the 
distribution to coincide with the next premium-due date, w'hich 
facilitates payment by deduction from the premium due, and 
also develops the maximum competitive advantage of the 
mutual. 

The policy contracts of mutual carriers usually make the 
methods of surplus distribution adopted by the board binding on 
the policyholder. About 1900 when the dividend periods of 
many life-insurance policies ended, and dividends were much 
smaller than the estimates made when the policies were sold, 
several disgruntled policyholders brought suit for accounting, 
but the courts did not sustain them. More recently a policy- 
holder of a large mutual casualty-insurance company brought 
suit for his prorata share of the surplus earned during his member- 
ship but did not succeed. The court held that the amount of 
surplus required from time to time was a business question to be 
decided by the directors in which, in the absence of bad faith, the 
court would not interfere.* 

As a p»i5> of their duty of considering the treatment of policy- 
holders, the state insurance commissioners give attention to the 
dividend practices of mutual carriers, particularly of mutual life- 
insurance companies. Reports of examination of such companies 
frequently contain detailed and critical discussions of dividend 

• White Fuel Corporation v. Liberty Mutual Int. Co., 318 Mass. 165; 46 
N.E. (2n) 548 (1943). 
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formulas. The point of investigation is whether or not there is 
any unfair discrimination among classes of policyholders. 

Sometimes joint-stock companies give their policyholders by 
contract provision a right to share in the distribution of the 
company’s surplus. In that case, questions may arise as to the 
respective rights of stockholdera and policyholders. Usually, 
however, the interest of the individual policyholder is not so 
large as to lead him to take the case to court. 

Where the surplus is the exclusive property of the stock- 
holders, the considerations that determine the time and manner 
of its distribution are the same as with other joint-stock corpora- 
tions, save for the necessity of a suitable fimd to protect against 
catastrophe. 

Valuation of Assets. — One index, as commonly believed, of 
success and good management in a business enterprise is the 
regularity of its dividends and the reasonable steady groui;h 
of its surplus. This is also one of the canons for testing an insur- 
ance company. Hence, it is the desire and effort of the compa- 
nies’ managers to meet this standard. An important factor in 
this effort is the valuation of the company’s assets. 

Real Estate . — An insurance company needs only the real 
estate required for office accommodation, and the intent of the 
law in most states is to restrict its holdings to this limit. But 
any company may find it necessary from time to time to take 
over real estate by foreclosure of mortgages, or in liquidation of 
debts arising out of its busine.s.s. The total real-estate holdings 
should form a small proportion of the total assets, and no great 
fluctuation in the surplus will occur if these items are carried at 
the market value as determined by a fair appraisal, as is usually 
done. Occasionally, a mismanaged company tries to keep up an 
appearance of solvency by writing up the book value of its home 
office or other real estate, obtaining false appraisals to support it. 
Sooner or later, however, the authorities detect such a practice 
and deal appropriately with company and management. 

Mortgage Loam and Collateral Loans . — If properly secured, 
loans are always carried at the amount lent. If the security is 
not up to legal standard, the value is reduced by exclusion of all 
or a part of the ill-secured loan from the “admitted assets’’ as 
certified by the state authorities. 
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Stocks . — Stocks have a fluctuating market value. They may 
be carried on the books at par, at cost, or at some figure that 
represents their current market value. For current-statement 
purposes it is generally agreed they should not be entered above 
the current market value. But variation in market value may 
cause serious fluctuations in the surplus. This may be avoided 
by setting up in good years a reserve (liability item) for security 
fluctuations, which may be reduced in adverse years. Such 
action is tantamount to carrying the investment at something 
less than its real market value, but is usually preferred as more 
frankly showing the company’s condition and policy. 

Bonds . — Bonds are less subject to fluctuations in market price 
than are stocks. They are evidences of debt of the issuing 
corporation rather than of proprietary interest in it. Unless 
there is some question as to security or their exemption from 
taxation which makes their actual yield more than the nominal, 
their price will depend upon the relation of their nominal interest 
rate to the current effective rate. Not only does fluctuation in 
value of bond holdings affect the showing of surplus at a particu- 
lar time, but it also varies the interest earnings over a period, 
because to the actual interest received must be added the increase 
in value during the period, or the decrease deducted, as the case 
may be. This is undesirable and tends to present a false record of 
results. Particularly in the case of life-insurance companies 
and others that expect to hold their bonds to maturity, it is, 
therefore, often better to value the bond holdings by amortization, 
so that the yield of any block of bonds will stay uniformly at the 
figure which they were bought to yield, the premium or discount 
being gradually absorbed as they mature.^ 

Other Assets . — ^The other assets will be cash, or open accounts, 
premiums in course of collection, and minor items. These are 
commonly valued at par, though suitable deductions should be 
made foj; uncollectible items. 

SUMMARY 

1. Since premiums are collected in advance and losses are 
payable, on the average, rather later than the middle of the policy 

* See Maclean, J. B., "Life Insurance," Chap. XII. 
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term, the insurance carrier always has a considerable amount of 
funds on hand suitable for investment. 

2. These funds, though legally the property of the carrier, are 
not all earned but have some of the characteristics of trust funds. 

3. The capital, and much of the surplus, of the carriers are not 
required in the business as in manufacturing and trading compa- 
nies but are emergency guarantee funds. 

4. In the interest of both the carrier and the public, such 
funds should be put to work. Investment of funds is therefore an 
important part of the work of the insurance carriers. 

5. Owing to this aspect of the business, the carriers, particu- 
larly life-insurance companies, serve a public purpose as collectors 
of small sums which are accumulated into suitable volume for 
investment. While this is an important service, it is subsidiary 
and should not be so emphasized as to obscure the main insurance 
service. 

6. The types of investments best suited to the several classes 
of insurance companies depend upon the probable need of quick 
realization in cash which may arise from the type of business done. 

7. The investment earnings of well-established companies 
furnish an adequate return to stockholders, without the necessity, 
in many cases, of underwriting profit. 

8. The nominal dividends on insurance stock indicate return 
to investors in excess of the actual and lead to false conclusions 
as to value of such stocks, and as to treatment of policyholders. 

9. The trustee character of the insurance business implies 
certain obligations and limitations on insurance companies, most 
important of which are 

a. Confinement of activities to the insurance business. 

b. Equitable treatment of all policyholders. 

c. Accuracy of accounting, and publicity of accounts and 
balance sheets. 

d. Setting up suitable reserves to cover deferred liabilities. 

10. The reserve is not a fund set apart, but a bookkeeping item 
in the balance sheet expressive of a charge against assets. 

11. The surplus may belong to policyholders or stockholders or 
both; its distribution under the terms of policy contracts is a 
special problem for the management of the company. 
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12. Assets are usually valued at their market price, but it is 
often desirable to value bonds on the amortization basis both to 
prevent erratic fluctuation in surplus and to show regularity of 
interest income. 
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CHAPTER XXIV 
RESERVES 


The fundamental mutuality of insurance* gives the business 
the trustee character emphasized in the preceding chapter. The 
insurer’s obligations under its contracts are, at the time of issuing 
the policy, all in the future, though the premiums are generally 
payable in advance. If a company were permitted to continue 
operations as long as it had no matured obligations that it could 
not meet (the ordinary commercial standard of solvency), it 
would in many, if not most, cases be perpetrating a fraud upon 
its patrons by using' funds, paid to secure future service, to 
meet already incurred obligations to others. The only way in 
which the business can be fairly conducted on an advance-pre- 
mium basis is by making suitable provision in advance for obUga- 
tions contracted to be met in the future, i.e., by setting up their 
present values as liabilities. * 

Reserves as Liabilities. — ^The use of the term reserve to desig- 
nate such present values creates a certain difficulty at the outset 
because the commonly accepted concept of a reserve is a fund or 
stock of resources, not otherwise required, voluntarily set aside 
for a particular purpose or to meet future contingencies. It is a 
common practice in other businesses to earmark a portion of sur- 
plus or of profits and to speak of that portion as a reserve. This 
leads to a more or less common notion that reserves are really 
surplus which the proprietors of the enterprise have chosen to 
dedicate to another purpose, the dedication being a voluntary 
act which may be reversed. There are some reserves set up by 
insurance companies that are of that nature, but they are the 
relatively smaller and less important ones. 

It would be interesting academically to trace the origin of the 
custom of designing the liabilities of insurance companies as 
reserves, but it would probably add little of practical value to this 

> See pp. 272-273. 
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discussion. The usage is of long standing. It will be sufficient if 
it is realized that such reserves are true liabilities and, under the 
operation of the law of large numbers, only to a limited extent 
preparation for unforeseen contingencies. It is true that the 
amount of reserve necessary for certain purposes is often not 
susceptible of precise calculation except in the probability sense. 
But this is a matter of detail which does not change the character 
of the item. The amount of the liability may have to be esti- 
mated. The existence of the liability is the important fact. 

Types of Reserves. — For convenience of discussion, reserves 
may be classified as statutory and voluntary, depending on 
whether or not they are required by statute. 

The reserves that fall in the first class are the present values 
of matured and pending claims and expenses, unearned-premium 
reserves, and similar obligations. The need of providing for these 
is in general so clear that no one could object to the requirement. 
Indeed, the requirement should not be necessary, but the frailty 
of human nature has demonstrated more than once that it is. 

Voluntary reserves are set up by prudent and well-managed 
companies to cover unforeseen contingencies. Only approximate 
predictions of probable future events can be made in reliance upon 
the law of large numbers and the assumption of uniformity of 
conditions. Therefore, unless provision is made in advance, 
occasional adverse fluctuations may be very embarrassing. 
It is prudent to reserve at least part of the gain from favorable 
variations to meet the loss from the unfavorable. 

The reserves held by insurance companies may again be 
classified into two groups: those for payment of matured obliga- 
tions and those for the payment of obligations to mature in the 
future. In the first class are (1) claim reserves, (2) claim-expense 
reserves, (3) other expense reserves, (4) reserves for taxes, and (5) 
reserves for dividends voted. In the second class fall (1) the 
legal reserve for life insurance, (2) the similar reserve for non- 
cancelabltf disability insurance, whether included as a disability 
provision in life policies or written in a separate contract, (3) 
the unearned-premium reserves of fire, marine, and casualty 
companies, and (4) the various contingency reserves. 

Claim Reserves. — There are two sorts of claim reserves nec- 
essary to a true exhibition of a company’s financial condition: 
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(1) that for payments in the future for claims already presented 
whether or not determined and recognized as valid, and (2) that 
for claims to be presented in the future because of occurrences 
that have taken place before the statement date. In some cases, 
as in workmen’s compensation and liability insurance, the two 
are merged. 

Under any insurance policy it is necessary for the claimant 
to prove his right to the payment promised, so that in any com- 
pany doing an extensive business some claims are necessarily in 
process of adjustment on any particular date. Others may have 
been disputed, but the time within which suit may be brought 
may not have expired. Still others may be in litigation. Such 
claims account for part of the reserve item in all cases and in 
some for all of it. In addition, the provisions of some contracts, 
such as personal-accident and workmen’s compensation policies, 
provide that claims are to be paid in installments over a more or 
less extended period of time. Under other contracts, such as life- 
insurance policies, the insured or the beneficiary has the right 
to ask that payments be so made. The present value of these 
payments must also be set up as a liability. 

In the case of life-insurance policies payable in installments, 
either for a fixed period or as a life annuity to the beneficiary, it is 
usual to enter the claim at the amount of its present value at the 
time it is presented. The original contract is then regarded as 
matured, and it is taken vip and a new supplemerdary contract 
issued to the beneficiary under which the company agrees to pay 
the installments provided by the original contract. ^ When this 
is done, the present value of the new contract is entered as a dis- 
bursement under claims paid and again entered as income under 
“consideration for supplementary contracts’’ either “involving 
life contingencies’’ or “not involving life contingencies.’’ The 
subsequent installment payments made are then reported under 
disbursements as payments on account of supplementary con- 
tracts. The present values of the future payments are liabilities 
and are reported as reserves for supplementary contracts, sepa- 

I The present value of this contract is, of course, less than the sum of the 
installment payments because interest will be earned on the balance remain- 
ing with the company. This present value is always equal to the amount of 
single-sum benefit bought by the premiums on the original contract. 
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rated between those involving life contingencies* and those not 
involving life contingencies. Thus, the total claim reserve of a 
life-insurance company is broken into several parts on the liability 
side of the balance sheet, but the titles of the items make their 
meaning fairly clear. 

The second pa,rt of the loss reserve (that for incurred but unre- 
ported losses) can only be estimated but, if the event giving rise 
to liability has occurred, the required payment is properly a charge 
against the revenues of the periodduring whichithas occurred and 
not against future revenues. Although the requirement of this 
provision for the unknown may seem a hardship, in these days of 
rapid communication the item is relatively small and the past 
experience of the company furnishes the basis for a satisfactory 
estimate. 

Claim Expense. — ^The claim-expense item includes provision 
for expenses already incurred but not fully paid, as well as for 
claim expenses to be incurred in the future on account of past 
occurrences. The nature and extent of this item vary greatly 
according to the kind of insurance. For example, in life insur- 
ance it is negligible. In fire insurance it will rarely be great since 
ordinarily the cost of adjusting claims involves only that of 
investigating the conditions at the time of the fire and the extent 
of the loss and damage. On the other hand, the settlement of 
surety losses is often a matter of considerable time and even litiga- 
tion. Workmen’s compensation losses require continuous atten- 
tion to see that the medical and surgical care is the best adapted 
to a maximum and early recovery and to prevent malingering. 
The terms of the liability policy call for the defense of suits 
against the insured which necessarily means large expense and 
considerable deferment of its final liquidation. 

In liability insurance, the loss expense is so inextricably inter- 
woven with the true loss that no attempt is usually made to 
separate thpm, and they are treated throughout as one and the 
same. That is not true to the same extent of workmen’s com- 
pensation, but for reserve purposes the expenses are treated in 
like manner. 

, V 

^ Since these are annuities, it is now the rule for preparing the 
annual statement to include the reserve for these with the reserve for 
annuities. 
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Reserve for Other Expenses. — If, as is the practice in casualty 
insurance, premiums in process of collection are treated as an 
asset, the commissions to agents, which will be deducted when 
such premiums are paid, must be regarded as a liability. If the 
practice is, as in fire insurance, to consider as assets only the 
agents' net balances, such a reserve is not needed. In either 
case there may be additional contingent commissions if the 
agents’ remuneration is based partly on the experience with their 
business. Other unpaid expenses incurred will be for rent, 
salaries, supplies, and miscellaneous minor services. In the 
statements they are sometimes segregated although the total is 
usually small. 

Reserve for Taxes. — In general, state taxes are imposed as a 
percentage of premiums received during a calendar year but are 
not payable until after its close. At any given statement date, 
therefore, taxes will have accrued, and if provision is not made to 
meet them when they become due a burden will be passed along 
to the future. The same principles apply to real-estate taxes 
and to other taxes such as the federal income taxes. The reserve 
for taxes might be lumped with that for expenses, but in that case 
it would not be possible to work out correct ratios of incurred 
expense. It is also desirable to segregate premium taxes, at 
least, since they are not true expenses over which the manage- 
ment has control but indirect taxes on policyholders which the 
management is required to collect and which it should pass on 
through adjustment of rates if possible. Separate reserves for 
taxes at statement dates also permit a more accurate working out 
of tax rates for this purpose. 

Reserves for Dividends. — If dividends to either policyholders 
or stockholders have been voted, the funds required for them are 
not available for other purposes. They are carried as liability 
items. 

In the latter part of the nineteenth century the large life- 
insurance companies issued most of their participating policies on 
a deferred-dividend basis, the mc«t common period being 20 years, 
i.e., no dividend was payable on any policy unless the insured 
survived the period of deferment and had maintained his policy 
in force for the entire period.^ The surplus earned under these 

‘ See Maclean, J. B., “Life Insurance,” pp. 171-173. 
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policies was generally regarded as free surplus for which there was 
only general accountability. The surplus funds so developed 
were huge, and gross extravagance and other abuses resulted. 
Consequently, after a legislative investigation in 1905 had dis- 
closed these abuses, the law of New York, where the largest com- 
panies were domiciled, was amended to require provisional 
apportionment and the carr 5 ring of the fund as a liability. 
Deferred-dividend policies have not been popular in recent years, 
but some of the life-insurance companies have a small amount of 
that business still outstanding and carry a reserve liability for the 
accumulated dividend fund. 

Unearned-premium Reserve of Fire and Casualty Companies. 

The unearned-premium reserve represents the portion of the 
gross premiums on policies in force corresponding to their unex- 
pired period. There are two reasons why such a reserve should 
be carried: (1) because the company is obligated to cover the 
risk for the remainder of the period, and (2) because in most such 
policies the company and the insured retain the right of can- 
cellation, and on cancellation the unearned premium must be 
refunded. When the first reason is uppermost in mind, this 
reserve is sometimes called the “reinsurance” reserve, since 
presumably another company could be found to reinsure the 
risks for this amount. This reserve is the largest item on the 
liability side of fire carrier statements. It constitutes about 65 
per cent of the total liabilities of such companies and about 25 per 
cent of the total liabilities of casualty carriers. 

Reserve in Life and Disability Insurance. — Life-insurance 
policies are issued to cover against an increasing risk but at a uni- 
form or “level” premium, the excess premiums in the early years 
with their interest earnings constituting an accumulating fund 
contributory to the payment of a claim when it matures. This 
investment element constantly diminishes the net amount which 
the company Jias at risk.^ The same thing is true of non cancel- 
able accident and health (disability) policies. From certain 
points of view the reserve on these policies might be looked upon 
as an unearned-premium reserve, but one gets a clearer idea of its 
nature if it is considered from a slightly different point of view. 
The ordinary whole-life policy may be taken as an example. 

‘ See Chap. X. 
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The contract may be thought of as an exchange of two promises, 
each of which may be separately evaluated not only at its incep- 
tion, when they are or should be of equal value, but at any future 
date. The company promises that, if the insured keeps up his 
premium payments, it will pay the face amount of the policy on 
his death. The insured promises to pay a fixed premium at each 
anniversary of the policy during his lifetime. The present value 
of the company’s promise is a liability which can be calculated 
by the use of suitable assumptions as to future mortality and 
interest. The present value of the future premiums constitutes 
an offsetting asset which also may be valued on the same assump- 
tions. With increa.se in the age of the insured the value of the 
liability increases and the value of the asset decreases. In other 
countries the two items are frequently shown separately on the 
respective sides of the balance sheet. Since, except at the incep- 
tion of the policy, the value of the liability exceeds that of the 
corresponding asset, it is the practice in this country to set up 
only a single item on the liability side equal to the excess of the 
liability over the asset. 

Since the loading for expenses^ in the future premiums will be 
required to meet future expenses, it is customary (and mandatory 
by law) to value only the net premium, i.e., the provision for 
claim payment. The lapse rate is not considered in determining 
the values under life-insurance policies because they provide for 
benefits based upon the reserve to the life policyholder in event 
of lapse. In the case of disability policies under which no 
surrender values are allowed, the lapse rate may also be 
considered. 

The determination of the reserve in this way is known as a 
determination by the prospective method, since the point of view 
is one looking to the future, comparing the value of the company’s 
obligations with the policy assets available to help meet them. 
If the reserve is determined as an accumulation of unearned 
premiums, the method is known as a retrospective method, since 
it is based on a review of the past. So long as the same bases of 
mortality and interest are used as were used in fixing the net 
premium (the usual conditions met in practice), the result is the 
same whichever view is taken. However, since actual experience 

* See p. 374. 
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rarely conforms exactly to the assumptions as to mortality and 
interest made in fixing premiums, it seems that the concept 
underl 5 dng the prospective method is the more logical one to use 
in trying to understand the nature of these reserves. 

In Chap. X an example was given of the accumulation of the 
life-insurance reserve retrospectively looking upon it as a savings 
fund.^ The same contract may be used to illustrate the prospec- 
tive approach to the determination of the reserve. The policy 
considered w'as an ordinary-life contract issued at age forty-five 
whose net annual premium according to the American Experience 
Table on a 3 per cent interest assumption was $29.67 per $1,000 of 
insurance. At the end of 5 years the insured will be fifty. At 
this age, according to the same mortality and interest bases it will 
require a single sum of $555.22 to provide $1,000 payable at 
death. This is the company’s gross liability which, in some 
countries, would appear on the liability side of the balance sheet.* 
To offset this in part, the company will have the present value of 
$29.67 per year for the remainder of the lifetime of the insured. 
According to the same mortality table and interest rate $1 per 
year, payable in advance each year a person now aged fifty lives, 
has a present value of $15.2710. Hence, the present value of 
$29.67 per year is $29.67 X 15.2710 = $453.09. This might 
appear on the asset side of the balance sheet. In this country, 
as previously explained, the two items are merged and the net 
difference appears on the liability side, giving a reserve of 
$555.22 - $453.09 = $102.13.» 

Voluntary and Contingency Reserves. — ^Voluntary and con- 
tingency reserves also fall into two categories: (1) those associated 
with the valuation of assets, and (2) those set up for unforeseen 
contingencies. Examples of the first class are reserves for 
depreciation of real estate owned, or for depreciation of the real 
estate mortgaged to the company as security for a loan, or for 
uncollectible balances due from agents. 

‘ See pp. 164-167. 

* The balance-sheet figure will be the sum of such values for all policies in 
force,' individual items not appearing. 

» On p. 165 this was given as $102.20. The true net premium is not 
$29.67 but $29,665, and if this had been used the present value of future 
premiums would have been $453.02, yielding $102.20 as the reserve. 
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Reserves of the first category may appear on the liability side 
of a balance sheet along with other reserves. Not infrequently, 
however, they appear as deductions on the asset side. In the 
form of annual statement approved by the National Association 
of Insurance Commissioners there is a separate section on the 
asset side of the balance sheet headed Deduct Assets Not Admit- 
ted. Reserves in this form are usually grouped under this head 
along with other deductions for various assets that do not con- 
form to legal standards. 

Reserves set up for unforeseen contingencies always appear 
on the liability side and are variously designated. Sometimes a 
single item is entered for the aggregate of such reserves. Some- 
times several separate items are entered, such as “Reserve for 
Catastrophes,” “ Reserve for Mortality Fluctuation,” or “ Reserve 
for Investment Fluctuation,” 

Methods of Calculating Reserves. — Reflection on the fore- 
going section will indicate that, except for the voluntary and 
contingency reserves, the determination of the required amount 
of any reserve is a matter of direct or indirect inventory. That 
is, a list of the items in respect to which reserves are needed must 
be prepared, appropriate values must be found for each item, 
and the total summed. In principle the problem is not different 
from that of taking an inventory of stock on hand in a mercantile 
establishment. In practice there is considerable difference, 
since the work must be done from book entries and files or card 
records rather than by counting and valuing physical goods. 
The methods of fixing the reserve differ according to the kind of 
reserve and the type of records kept by the companies. In the 
following paragraphs the more common methods, are briefly 
outlined. 

Loss Reserves . — ^AU carriers keep some form of loss register 
or claim register in which claims are entered serially as they 
are received with various particulars adapted to the individual 
carrier’s methods. Almost always the register shows the final 
disposition of the case. The register is supplemented by indi- 
vidual claim files and sometimes by card records. From this 
source the list of unsettled claims is obtained. 

In life insurance, where the face of all policies is payable at 
death and where the claim procedure is so simple that relatively 
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few cases remain unsettled for any appreciable time, the list may 
be taken from the register and totaled. That part of the reserve 
representing the present value of amounts due in the future on 
supplementary contracts, whether involving life contingencies 
or not, is a rather simple matter of calculation in the actuarial 
department on the basis of standard interest and mortality tables. 

For example, the insured may have elected to have a $10,000 
policy payable to the beneficiary in equal installments of $680 
payable annually for 20 years certain. When the claim came in 
and the first payment of $680 was made, the company would 
enter as claims paid (disbursement) $10,000 and as consideration 
for supplementary contracts not involving life contingencies 
(income) the difference between the face and the installment 
paid, $9,320. It would set up as a liability (reserve) the same 
amount. This would be credited annually with interest on the 
remaining balance at the rate assumed (3)-^ per cent) ^ and dimin- 
ished by the payments. After three payments had been made, 
the reserves would have decreased to $8,902, the present value at 
per cent of the 17 remaining installments of $680 each. If 
the installments were to be for the lifetime of the beneficiary 
rather than a term certain, the same principle would be followed 
except that a mortality table would be used to measure the 
contingencies. If the installments were $600, the beneficiary 
were sixty years of age at the time a statement was Jp be made, 
and the American Experience Table of Mortality and 3)^ per cent 
interest were used as the basis, the reserve would then be $600 X 
11.0324 (the value of a life annuity of $1 at that age according to 
such table and 3)^ per cent interest), or $6,619.44. 

In fire insurance, the situation is slightly more difficult since 
the amount of loss for which the company is liable must be 
ascertained by investigation and negotiation. This process takes 
time so that more claims will be open at any given date than in a 
correspon(|ing volume of life insurance. The individual value of 
each must Ke determined for the reserve inventory. Sometimes 
preliminary estimates are entered -on the claim register and 
changed as additional information is obtained. Even when 
these entries are not made, the estimates appear on the claim files. 

^This was until recently the rate commonly used. Most companiea 
now use a lower rate. 
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Such estimates represent the best judgment of the claim men in 
the light of all the facts' known to them at the time they are made. 
It is customary to revise the estimate on each claim jacket as 
new information is received and, in some companies, to review 
periodically all open files and fix new estimates. 

This method of individual estimates is theoretically available 
for any line of insurance. Its greatest weakness is the tendency 
to overoptimism on the part of claim estimators. Sometimes, 
when a company’s finances have been at a low ebb and the state- 
ment is likely to show little if any surplus, the “wish is father to 
the thought” and reserves are consciously or unconsciously 
underestimated. Such conditions have led to the prescription 
by statute of methods of calculation, particularly for liability 
and workmen’s compensation claim reserves. 

Where the number of claims outstanding at a given time is 
small and there is considerable variation in the amounts of the 
individual claims, the individual-estimate method appears to be 
the most economical if not the only available one. It is almost 
exclusively used in fire and marine and allied lines of insurance, 
and in such casualty lines as surety, plate-glass, burglary, 
machinery, miscellaneous property-damage, and automobile- 
liability insurance. 

As a check against overoptimism, the casualty statement 
blanks prescribed by the insurance commissioners contain 
schedules in which estimates at the end of prior years are com- 
pared with the subsequent payments and with revised estimates 
on claims still open. If these schedules show persistent under- 
estimation of requirements, there is a presumption that the 
reserves in the present statements are inadequate and the 
commissioners act accordingly, usually making an examination 
of the company and determining by their own representatives 
what are proper reserves. If the company is still solvent on the 
higher reserve basis, the correction usually results in better 
estimates in the future. 

Where the number of open claims is large, the individual- 
estimate method is burdensome and short cuts are sought. 
One such short cut, readily available when there is not too great 
variation in the size of individual claims, is the use of average 
values. The company’s experience over a past period is exam- 
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ined, and the amounts of claims of particular types are tabulated 
and averaged. The averages so derived are then multiplied by 
the number of claims of these types outstanding at a statement 
date, and the product, less amounts already paid, taken as the 
reserve. The experience period used to determine the average 
values should be broken into several subperiods, and averages 
worked out for each in order to determine whether there is any 
tendency toward increase or decrease in the average size of claims. 
If so, the trend must be observed and probably (especially if the 
tendency is to increase) be projected in order to get an adequate 
average. This method is particularly suitable for the calculation 
of reserves for automobile-collision damage or for property- 
damage-liability insurance. 

A variant of this method is the notice-average method. The 
average cost per notice of accident is multiplied by the number of 
notices received during the past year. From this total the 
amount already paid in respect of any such notices is deducted, 
and the balance is the reserve. 

For valuing such benefits as life pensions granted to the 
permanently disabled under some compensation laws or widows' 
pensions, which involve both life contingencies and contingencies 
of remarriage, use is made of mortality and remarriage tables 
which indicate the probabilities of survival and of remarriage. 
This is the tabular-value method. 

In the early history of liability insurance, reserves were set up 
by the individual-estimate method. The estimators of some 
companies proved too optimistic, producing inadequate reserves. 
This led to statutory enactments prescribing other methods. 
The average-value method, the first tried, also proved unsatis- 
factory, and new statutes prescribed a formula or loss-ratio 
method. This method uses average values for suits being 
defended under policies written three or more years prior to the 
statement date, the values to be used beginning at $860 for 
suits undw the most recent of such policies and increasing to 
$1,500 per suit outstanding under policies written 10 years or 
more prior. The formula is used to calculate reserves for losses 
arising under policies issued during the three calendar years 
preceding the statement date. The reserve is the remainder after 
deducting from 60 per cent of the premium earned on such policies 
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the amounts actually paid for losses and loss expense. If the 
value of known outstanding claims determined by individual 
estimates exceeds this amount, the latter shall be the reserve. 

Let it be assumed that a casualty-insurance company has 
written $100,000 of liability-insurance premiums during each 
of the three calendar years, 1942, 1943, and 1944 and that the 
business was evenly distributed over the year. Then all of the 
premiums on the 1942 and 1943 business will have been earned 
but only one-half of those on the 1944 business. There will be 
an unearned premium reserve on the liability business at Dec. 31, 
1944, of $50,000. The earned premiums of the last three calendar 
years will then be as shown in column (2) of the following table. 
Let it be assumed that there have been paid for losses aris- 
ing under the several sets of policies the ' amounts appearing 
in column (4) and for loss expense the amounts appearing 
in column (5). Then the computation of the loss reserve in 
respect of this business as of Dec. 31, 1944, will be as shown in 
the accompanying table. 


Exhibit or Formuia Loss-bbservk Oomptttation 




60% of 

Paid for 

Total 

Bal- 

Indivi- 

dual 


Earned 

pre- 

miums 




Year of 
issue 

earned 

pre- 

miums 

Losses 

Loss 

expense 

pay- 
ments 
(4) + 
(5) 

ance 
(3) - 
(6) 

esti- 
mate of 
open 

cases 

(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

1942 

$100,000 

$ 60,000 

$40,000 

$ 8,000 

$48,000 

$12,000 

$10,000 

1943 

100,000 

60,000 

25,000 

5,000 

30,000 

30,000 

28,000 

1944 

50,000 

30,000 

5,000 

1,000 

6,000 

24,000 

20,000 

Total 

$250,000 

$150,000 

$70,000 

$14,000 

$84,000 

$66,000 

$58,000 


In this case the reserve would be the sum of the items in 
column (7), or $66,000. If, however, the entry on any line in 
column (8) based on a review of the individual cases were larger 
than that in column (7), it should be substituted for the entry 
in column (7). If the entries in column (8) were $14,000, 
$28,000, and $20,000, the $14,000 entry in column (8) would be 
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taken instead of the $12,000 entry in column (7) and the reserve 
would be 


On business of 1942 $14,000 

On business of 1943 30,000 

On business of 1944 24,000 

Total $68,000 


To this would be added the value on the basis of the average 
values given of suits outstanding from earlier business, in order 
to arrive at the total reserve. If the company’s claim men feel 
that the average value per suit is less than the open suits could 
be settled for, then voluntary addition ought to be made to bring 
the total to the amount they estimate will be required. 

This method rests on the assumptions that (1) the rates charged 
are on the average correct; (2) 60 cents of each premium dollar 
will be required for losses and loss expense; (3) if 60 cents has not 
yet been expended, it will be required either to meet the subse- 
quent payments on known claims or for claims to be presented in 
the future because of past occurrences; (4) after 2 years from the 
expiration of the policy, if the company has not yet been called 
upon to defend its insured in court, the probability of being 
required to do so is so small as to be negligible; and (5) though 
these considerations apply generally, there may be individual 
companies which, by reason of poor underwriting, poor claim 
administration, or other conditions, need higher reserves. 

The formula method is also prescribed for workmen’s com- 
pensation loss reserves, the percentage of earned premiums to be 
used being, in most states, 65. The average value per suit is 
not applicable to workmen’s compensation losses since practically 
all cases are settled without resort to the courts. The reserve 
for open cases under policies issued more than 3 years prior is the 
total of their present values as determined by actuarial calcula- 
tion. status of a workmen’s compensation case 2 years or 

more after the accident is usually sufficiently certain to permit 
accurate valuation. As in the case of liability insurance, if the 
total of the estimated cost of individual cases is in excess of the 
reserve produced by the fromula, the former must be used. 

Where the claim reserve is not calculated by formula as in 
liability and workmen’s compensation insurance, the reserve for 



RESERVES 


451 


unreported cases is made up by examining past experience and 
finding the average ratio of delayed claims to claims outstanding 
at the statement date. This ratio is then applied to the com- 
puted reserve to arrive at the reserve for unreported cases. 

This variation in methods is a practical necessity. The 
objective is always the same, i.e., to arrive at a figure that fairly 
represents what the company may reasonably expect to be called 
upon to pay in the future for losses that have arisen prior to the 
statement date. 

Claim-expense Reserve. — The claim-expense reserve is included 
in the claim reserve for liability and workmen’s compensation 
cases. For other lines of insurance, it is usually found by deter- 
mining from accounting records the ratio of the amount paid for 
claim expense to that paid for claims, and by applying this ratio 
to the claim reserve. 

Unearned-premium Reserve in Fire and Casualty Insurance . — 
The unearned-premium reserve is determined by tabulating the 
premiums on the business in force, according to year or month 
of issue and term. It is customary to assume that the business 
issued in any period was uniformly distributed over that period, 
which is equivalent to its being concentrated at its mid-point. 
Thus, annual policies issued during the calendar year at the end 
of which the reserve is computed are assumed to have been in 
force, on the average, one-half their term and to have one-half 
to run, so that 50 per cent of the premiums upon them is unearned. 
On 3-year policies of the same year, one-sixth is assumed to have 
been earned and five-sixths to remain unearned. Similarly for 
other years of issue and durations. The assumptions conform 
reasonably closely to fact. If the tabulation is by months, 
policies issued in July to run one year will, on the average, have 
earned months’ premiums (^^4 of the annual premium) by 
Dec. 31 and of the annual premiums will be unearned at 
that date. Similarly, also, for other periods of issue and 
durations. 

The major problem in calculating this reserve is the tabulation 
of the premiums in force by issue period and by term to run. 
Formerly it was a common practice to keep running, self-correct- 
ing book accounts for this purpose, as is still done by some of the 
smaller companies. The larger companies do the work more 
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economically with punched cards and sorting and tabulating 
machines. In essence this reserve is also an inventory of a 
company’s insurance portfolio. 

Reserves in Life and Disability Insurance . — The methods used 
in calculating life and disability reserves differ among the 
companies mainly according to size, methods suitable to a small 
company being too cumbrous for a large one, and, conversely, 
short cuts that save enormous labor for a large company having 
little advantage when the volume of business is small. In all 
cases two assumptions are made: (1) that the business is uni- 
formly distributed over the year so that mean values may be 
used at any statement date with respect to the policies issued in 
any preceding 12 months’ period ending on the same day (Dec. 31, 
June 30, etc.), and (2) that all premiums are paid annually in 
advance when due. The first assumption is realized with close 
approximation in practice. The second is not. At any state- 
ment date there are some policies for which the current premium 
is past due, i.e., the grace period^ has not yet expired. Also the 
premiums on many policies are payable semiannually or quart- 
erly, and at the statement date there may be a semiannual or one 
or more quarterly premium not yet due. These are called 
“deferred premiums.” A precise computation taking account 
of the exact status of each policy would involve an impossible 
amount of labor. To offset the excess reserve set up by the 
assumption as to payment, an entry is made on the asset side of 
the statement of the net due and deferred premiums. “Net,” in 
this case, means the net premium according to the mortality 
table and interest rate used in calculating the reserves, not the 
gross premium less collection expense. If the collection expense 
exceeds the difference between the gross premium and the tabular 
net, a separate liability item must be set up for this excess. This 
is not often necessary. 

In moft states the statutory basis for reserves on life-insurance 
policies on standard lives is the American Experience Table of 
mortality with an interest assumption of 3 or 3)^ per cent. 
Other tables, which are more suitable, are prescribed for deter- 
mining reserves on industrial and substandard policies and on 
annuities. 

* See p. 181. 
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There were prepared and published in 1941 two new mortality 
tables, the C.S.O. (Commissioners’ Standard Ordinary) and 
C.S.I. (Commissioners’ Standard Industrial) tables, which are 
considered appropriate representations of current mortality upon 
which to base premiums and reserves for the various branches of 
the life-insurance business. In 1943 several states passed legis- 
lation adopting these tables, with interest rates of from 2)^ to 3 
per cent, as standards of reserves on new policies. Owing to 
wartime shortage of help and the extra work in arranging new 
rate books and sets of nonforfeiture values, use of the new bases 
was not made mandatory in respect to policies issued prior to 
Jan. 1, 1948. But it is permissible to use these bases on policies 
issued prior to that date. Formerly the companies were not 
allowed to hold higher reserves than those produced by using the 
American Experience Table with interest at 3 per cent.^ Com- 
panies are adopting lower interest bases for reserve, because of the 
fall in the market rate, which makes it an appropriate time to 
change the mortality base from the antiquated American Experi- 
ence Table.* 

A description of the technical procedure followed in calcu- 
lating reserves is beyond the scope of this book. It is sufficient to 
note that, as in the case of the unearned-premium reserve in fire 
and casualty insurance, a properly classified tabulation of the 
amount of insurance in force under all policies (rather than 
premiums as in that case) must be prepared, to which unit values 
computed from tables are applied. Eecords must be kept to 
facilitate this tabulation. Similarly, records must be available 
to permit a suitable listing of the net premiums due and deferred. 
Usually the latter figure is arrived at by tabulating the gross 
premiums and deducting the average loading. This procedure 
simplifies the work since the listing may be made from the card 

* The lower the interest assumption with any given mortality table, the 
higher the reserve. 

*The legislation providing for the new reserve standards was recom- 
mended by the National Association of Insurance Commissioners. They 
have not yet been adopted in some of the states in which large life-insurance 
companies are domiciled, notably New York. The legislation also provided 
new methods for determining nonforfeiture values. Complete discussion 
of this legislation would go beyond the scope of a general text on insurance. 
See Maclean, op. eit., pp. 126, 145. 
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files to prepare premium notices. It is sufficiently accurate 
for all practical purposes. ‘ 

Expense and Contingency Reserves . — The various expense and 
tax reserves are similar to corresponding items in the balance 
sheets of other business concerns. No special technique is 
necessary to determine them. Nor is there such uniformity of 
procedure in fixing contingency reserves, whether for under- 
writing or investment contingencies, as to warrant describing 
any particular procedure as typical. 

Relative Importance of Reserves. — The several types of 
reserves discussed in this chapter are not of equal importance, 
but taken together they constitute by far the major part of the 
liabilities against which the assets are held. In Chap. XXIII, 
tables were given of the types of assets held by the fire-and- 
marine, casualty-and-surety, and life-insurance carriers admitted 
to do business in New York as compiled by the Insurance Depart- 
ment oi that state from their annual statements as of Dec. 31, 
1944. The following tables from the same source show the major 


Aggregate Liabilities of Fire and Marine Carriers* 


Item 

Amount 

Percentage 
of total 
liabilities 

Losses unpaid (reserves) : 



Fire 

$ 123,161,084 

7 

All other 

202,544,251 

12 

Unearned-premium reserve: 



Fire 

820,441,020 

48 

All Other 

309,193,297 

18 

Contingency reserves 

88,854,407 

5 

All other liabilities 

181,235,704 

10 

Total liabilities 

$1,725,429,763 

100 

Capital, guarantee funds, and deposits 

368,263,373 

21 

Surplus, .f.*: 

1,429,634,563 

83 

Assets to cover 

$3,523,327,699 



* Advance Printing of the Principal Statistical Tables from the New York Ineuranee 
Report, 1945, p. 69. 


^For discussion of the difference between “net level premium/’ “full 
preliminary term/’ and “modified preliminary term” methods of setting 
reserves, see Maclean, op. of., Chaps. VI, VII, 
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Aggregate Liabilities of Casualty and Surety C a r r iers* 


Item 

Amount 

Percentage 
of total 
liabilities 

Reserve for liability losses 

S 337,889,394 

18 

Reserve for workmen^s-compensation losses . 

492,034,022 

26 

Reserve for all other losses 

159,502,314 

8 

Loss-expense reserve 

Unearned-premium reserve, including addi- 
tional for noncancelable accident and 

31,929,879 

2 

health 

499,051,751 

26 

Contingency reserves 

189,793,073 

10 

All other liabilities 

195,699,421 

10 

Total liabilities 

$1,905,^99,854 

100 

Capital, guarantee Funds, and deposits. . . . 

178,703,835 

9 

Surplus 

639,583,157 

34 

Assets to cover. . 

$2,724,186,846 ' 



* Advance Printing of Principal Statistical Tables from the New York Insurance Report^ 
1945, p. 137. 


Agorkgatb Liabilities of Life-insurance Carriers* 


Item 

Amount 

Percentage 
of total 
liabilities 

Net reserves on policies and annuities . . . 
Reserve for accidental-death and dis- 

$28,245,163,043 

83 

ability benefits 

Reserves for supplementary contracts not 

1,111,974,539 

3 

involving life contingencies 

2,298,997,866 

7 

Reserves for policy claims outstanding 

Reserve for dividends and other policy- 

227,333,613 

1 

holders’ funds left on deposit 

Reserves for dividends, due, declared, or 

711,591,795 

2 

apportioned 

446,425,507 

1 

All other liabilities 

851,553,128 

3 

Total liabilities 

$33,893,039,491 

100 

Capital or guarantee funds 

33,965,051 


Surplus 

1,747,093,345 

5 

Assets to cover 

$35,674,097,887 



♦ Advance Printing of Principal Statistical Tables from the New York Ineuranee Report^ 
1945. p. 31. 
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items of liabilities (reserves) and the percentage each is of the 
total liabilities. The capital and surplus are, of course, not lia- 
bilities but are included so as to bring a total in each table equal 
to the total of the corresponding assets. This arrangement also 
permits a percentage compaiison of these items with the 
liabilities. 

These tables show aggregate figures for all types of carriers in 
the respective fields. Differences in t3rpe of carriers, their major 
field of operations, and their operating policies will cause the per- 
centages to differ when they are worked out for individual 
carriers. For example, not all carriers set up contingency 
reserves. Such reserves will generally form a larger percentage 
of the total liabilities of the carriers that do so than the average 
figure above, which is diluted by the presence in the aggregate of 
carriers that do not. Some mutual companies and reciprocal 
exchanges have guaranty funds corresponding to the capital of 
stock companies. Others do not but show only one surplus item. 
Alien companies are required to make a deposit with the state 
through which they enter as quasi-capital of the United States 
branch. The percentages of the aggregate of all carriers, of 
course, reflect only average conditions. The percentages are 
taken to the total liabilities as this seems more meaningful in this 
discussion than would be percentages of assets, covering capital 
and surplus as well. 

Accuracy of Statutory Reserves. — There is some redundancy 
in the statutory reserves. Experience has shown that in most 
cases the disallowance as assets in the statements of fire and cas- 
ualty companies of premiums in course of collection more than 90 
days past due creates a greater reserve for bad debts than is neces- 
sary. More important is the fact that the unearned-premium 
reserve must be calculated on a full prorata basis. The theoreti- 
cal justification for this requirement is the clause in the policy 
which'^jermits the company to cancel but requires it as a condi- 
tion for so doing to refund the prorata unearned premium. Com- 
panies, even when retiring from business, rarely if ever cancel all 
their risks. They reinsure them in another carrier. Unless the 
underwriting has been very bad, they are able to reinsure for not 
more than 70 per cent of the reserve, often for much less than 
that. This is true, not only because the reinsuring company 
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usually acquires valuable agency connections, but also because it 
would have to pay commissions to agents and other initial 
expenses to procure the business if written direct, and it can 
therefore afford to pay the reinsured company a similar 
commission. 

There is usually a similar redundancy in life-insurance reserves, 
but it is not so simple to demonstrate. The American Experience 
Table is old and, although the mortality at present experienced 
after age sixty is about that shown by the table, at the younger 
ages it is much less. As long as the reserves are calculated on a 
tabular net basis, the reserves by a more modem table, for exam- 
ple the American Men Table, ‘ would be generally larger.* But 
the net premiums by the American Experience Table are much 
higher than necessary. At some of the younger ages gross pre- 
miums less than the net by the American Experience Table would 
provide not only for the mortality cost but also for all reasonable 
expenses. However, if the gross premium is less than the net 
by the American Experience Table, the companies are required 
to set up a deficiency reserve in addition to the tabular net-pre- 
mium reserve. This requirement has prevented the companies, 
except in rare instances, from reducing their gross premiums 
charged below the American Experience net premiums. Thus, 
most companies have in their actual premiums charged a margin 
in excess of requirements for mortality and expenses. This is 
particularly true of the premiums on participating policies 
which are loaded to provide attractive dividends. This margin 
is disregarded in the reserve basis but, since dividends arc 
not guaranteed, it constitutes a margin of strength of large 
dimensions. 

From the point of view of the policyholder the redundancy in 
required reserves is probably unobjectionable. It may be an 
advantage. It tends to show by shrinkage of surplus or impair- 
ment of capital that a carrier is in dangerous waters before its 
condition is so bad that the policyholders’ interest cannot be pro- 

1 Based on the combined experience of the leading companies of the 
United States and Canada from 1900-1915. 

* For an explanation of why this statement is true the student is referred 
to technical works on Actuarial Science, for example, Spurgeon, “Life 
Contingencies.” 
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tected by reinsurance if the bad condition cannot be corrected 
and the carrier made sound.' 

From the point of view of carrier management the situation 
is somewhat different. The requirement of excessive reserves 
places an additional handicap on the formation of companies by 
requiring a larger surplus to be paid in. Not only must enough 
surplus be paid in by the organizers to cover the cost of devel- 
oping the organization of the company and of procuring for it a 
suitable agency corps without dra^ving upon the capital (par 
value of stock); enough must also be paid in to provide these 
excess reserves. I*\irthermore, excessive reserve requirements 
tend to restrict gro%vth. A carrier cannot afford to grow at 
such a rapid rate that its surplus cannot furnish these reserve 
excesses. 

Excess reserves do not increase costs to policyholders, for 
at the expiration of the policy term {e.g., in fire and casualty 
insurance) there is no unearned premium, and any excess reserve 
held automatically becomes surplus. Thus, no increase in rates 
is necessary to p>ermit setting up the reserves. Indeed, increase 
in rate would not remedy the situation ; it would make it worse, 
since the reserve is based on the premiums. 

If there were a dearth of insurance facilities, restrictions on 
the development of additional ones might be objectionable. 
Certainly that is not the case in the United States at the present 
time. Rather, the public is suffering from excessive competition 
due to overdevelopment in the number of carriers in most fields. 
Under such circumstances, requirements for more adequate 
financing of new carriers would appear to be advantageous. 

SUMMARY 

1. Since insurance obligations are payable in the future while 
premiums are payable in advance, it is necessary to a true state- 
ment of their affairs and fair treatment of successive groups of 
policyhottlfirs that carriers recognize future obligations as lia- 

* Some failures in recent years with losses to policyholders only partly 
refute this statement. Analysis of individual cases discloses that dis- 
honesty in management (against which no reserve system is an adequate 
defense), incompetence in the investment of funds, or failure to set up 
proper reserves, and failure of state officials to act when they were found 
short, were the principal reasons for such losses. 
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bilities. Usual commercial standards of solvency are not 
appropriate. 

2. Liability items in the balance sheet measuring these 
obligations are called reserves. 

3. Reserves may be classified into two types: statutory and 
voluntary. 

4. Reserves may also be classified as those for matured obliga- 
tions payable in the future and those for obligations to mature in 
the future. 

o. The first class includes claim reserves and various 
incurred expense reserves. 

ft. The second class includes unearned-premium reserves, 
the legal reserves of life-insurance companies, and 
contingency reserves. 

5. Claim reserves are for unsettled claims, whether yet made 
or to be made in the future, and for the deferred installments of 
settled claims. 

6. Expense reserves, except those for claim expense, are 
amounts remaining unpaid because of services rendered. 

7. Tax reserves are for taxes payable in the future because of 
premiums collected or other similar items. They should be 
segregated from expense reserves. 

8. Reserves should be set up for dividends voted but not 
paid, and for deferred-dividend funds of life-insurance companies. 

9. Unearned-premium reserves enable insurers to meet their 
obligations to policyholders or to reinsure their business. 

10. The legal reserve of life-insurance companies may be looked 
upon as a reinsurance reserve or as the excess of the present value 
of policy obligations over the present value of future premiums. 

11. The determination of all reserves requires an inventory 
of the items to be covered and a proper valuation of the several 
items. 

12. The inventories are made from subsidiary accounting and 
memorandum records. Various grouping methods are used to 
short-cut the practical work. 

13. That statutory reserves are somewhat redundant seems to 
be advantageous both to present policyholders and to the general 
public. 
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CHAPTER XXV 


COMPANY ORGANIZATION 

For conducting the affairs of any business enterprise in an 
orderly and effective manner, a suitable form of organization is 
necessary, the complexity of which depends on the intricacy of the 
business. A review of the problems of the insurance carrier as 
outlined in the immediately preceding chapters should indicate 
that, to be successful in meeting them, a carefully worked out 
organization is essential to any carrier. The actual organiza- 
tions, of necessity, differ greatly according to the type of carrier, 
the field of its activities, and the type of risks it assumes. The 
following outline assumes a stock or mutual coi^poration of 
substantial size. It will require considerable modification at 
several points, which it is believed the reader will recognize, if the 
carrier is a reciprocal exchange or a small stock or mutual com- 
pany. The outline is a composite picture and does not represent 
any particular individual carrier or group of carriers. 

Source of Authority — Stockholders^ Policyholders. — The origi- 
nal source of authority in any business is the proprietor; if it is a 
corporation, the members of the corporation. If it is a stock 
corporation, the members are the holders of the stock and their 
individual rights and powers are measured by the number of 
shares held. In some of our older stock insurance corporations 
the policyholders were also given a voice in the management of 
the corporation, but the practice of making provision for such 
control is now obsolete and, even in the survivors of the earlier 
type, the provision is meaningless in practice because never made 
use of by policyholders. If the corporation is mutual, the mem- 
bers of the corporation are the policyholders, and their respective 
rights are defined by the charter and by-laws. Sometimes a 
statement of these rights also appears in the policy contract. 

The power of the stockholders or policyholder members is 
exercised through an annual meeting at which the reports of 
officers and directors are presented for ratification, and directors 
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or trustees are elected as provided by the charter and by-laws. 
In practice, such meetings are usually held by proxy, and opposi- 
tion to the management is rarely presented. The disgruntled 
mutual policyholder lets his policy expire and fails to renew, or 
surrenders it and gets out. Strife between stockholders is usually 
settled by one faction buying the other out. If the officers and 
directors do not have the confidence of the stockholders or 
policyholder members, there is little hope of success for the 
company. 

Directors or Trustees. — The real power and responsibility 
rest upon the directoi-s or trustees. They are usually experienced 
businessmen in who.se judgment and business acumen those who 
elect them have confidence. They are often bankers or lawyers, 
and rarely is even a majority made up of experienced insurance 
men. Although they are charged with the responsibility for 
conduct of the company, they usually exercise their duty by 
selecting men wffiom they believe competent to fill the executive 
offices and Avhom they hold responsible. Certain of the duties 
are delegated to committees designated as executive, finance, 
underw'riting, office, etc. Usually the more important officers 
are themselves directors. Theoretically, they are annually 
elected to the board. They have often come up from junior 
positions and may have been acting as high executive officers for 
some time before a seat is found for them by reason of death or 
resignation of some member of the board. 

The board meets periodically, receives reports from the officers 
and committees, and passes the necessary resolutions for the 
conduct of the business. In various ways the executives learn 
what actions would probably be ratified by the board and what 
actions would be disapproved. Rarely is there extended debate 
in directors’ meetings. 

Officers, Committees, Relations. — The officers elected by the 
directors fisually include the 'president^ one or more vice presidents, 
a secretary, and a treasurer. To these are added, usually by 
appointment of the president, confirmed by the executive com- 
mittee or the board, assistant secretaries, a comptroller, a^ssistant 
comptrollers, and other junior officers. In the case of a life-insur- 
ance company the actuary and the medical director are sometimes 
elected by the board. Sometimes the general counsel is also an 
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elective officer. Sometimes the work of general counsel is per- 
formed by a law firm under a special retainer. The treasurer 
usually ranks as a vice president and sometimes carries that title 
also. Sometimes the general counsel or secretary also has the 
title of vice president. 

In the intervals between the meetings of the directors most of 
their powers are exercised by the executive committee which, 
hke the officers, is chosen by the directors. Although occasion- 
ally this committee may represent powerful stockholder or policy- 
holder interests, it is usually composed of the president, one or 
more vice presidents, and not more than one or two other direc- 
tors. In a large degree it is the president’s cabinet or council, 
with whom policies are pub in final form for the board’s action. 
There will generally be proportionately much more insurance 
experience represented on this committee than on the full board. 

Determination of the investment policy of the company is 
usually delegated by the directors to the finance committee, of 
which the president and treasurer are usually members, \vith one 
or more of the directors who are particularly skilled in investment 
matters. The treasurer is the officer through whom their action 
is carried out. 

In addition to these two committees there may be an under- 
writing committee or an insurance committee which determines 
underwriting policies. It will be composed of the president 
and one or more vice presidents. In the case of a life-insurance 
company, the medical director or actuary, if a member of the 
board, will probably be on this committee. In any event they 
are its close advisers. There may also be an agency committee of 
which the vice president in charge of agency matters will be the 
chairman, and an ojfice committee charged with passing on ques- 
tions of office management and policy. 

The president is responsible to the directors for the conduct of 
the company’s affairs. If there is not a separate chairman of the 
board, he is chairman. The vice presidents assist him in general 
or special fields. The committees of the board are designed, 
not to hamper the action of the officers, but to give the assistance 
of a smaller body with whom details may be discussed more 
satisfactorily than with the entire board. 

Junior committees composed of groups of junior officers are 
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sometimes appointed in the larger companies to pass on matters 
which it would be unwise to delegate to one official, but which 
are not deemed of sufficient importance to take up the time of a 
senior executive. 

DEPARTMENTAL ORGANIZATION 

The duties of the vice presidents and other officers depend in 
part on the company’s plan of organization. This may divide 
duties on one of several different bases. The basis of division 
may be 

1. Territorial. 

2. By kinds of business written. 

3. By functions to be performed by the organization. 

Sometimes the plan of organization involves division along all 
three lines. 

Where the conditions of competition or supervision require 
many decisions with regard to operations in particular territory 
that are independent of matters elsewhere, the territorial basis 
of division has obvious advantages. Many territorial depart- 
ments of fire-insurance companies are managed almost as separate 
companies, with a vice president in charge of each department. 
Sometimes he is resident in his territory. Sometimes a resident 
manager is appointed, and the vice president in charge of his 
territory at the head office, to whom he reports, is the liason 
officer between him and the company proper. 

If the company does several kinds of business, it is not infre- 
quent to find a vice president in charge of each department. 
Thus one company which does a large life-insurance business, 
and also a large health and accident business and liability busi- 
ness, had for many years four vice presidents, one as a general 
associate in the president’s work, one in charge of the life depart- 
ment, another in charge of the health and accident department, 
and the fourth in charge of the liability department. 

The functional plan of organization resembles similar plans in 
other businesses. Each major department such as agency, 
underwriting, or claims, is in charge of a vice president or other 
senior executive who is responsible to the directors through the 
president and executive committee for the conduct of his depart- 
ment. The ultimate responsibility for coordinating departments 
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lies with the president, but usually there is some form of periodic 
conference between department heads for consideration of 
interdepartmental problems. Even when the jurisdiction of the 
senior executives follow's territorial lines or is determined 
according to kinds of business, the organization is usually along 
functional lines within each major division, for the specialized 
work required in each of the major activities necessarily dictates 
this kind of organization. Often the functional organization 
wrill cut across the territorial. 

Whatever plan of organization is adopted otherwise, the finan- 
cial organization usually serves the company as a whole. Under 
the treasurer, and reporting to him, is the comptroller, who pre- 
scribes the form of accounting and manner of reporting and con- 
trol of finances for all departments. Even when, as is sometimes 
the case, a department is so managed as a separate unit that it is 
charged Avith such common items of expense as forms and station- 
ery, the general system of accounts and records is prescribed by 
the comptroller at the head office. The reason why this is 
desirable is that financially the company is a unit, all its assets are 
available for the guarantee of all its policies, and it is so regarded 
by the supervising authorities and required to make a consolida- 
ted financial report. This could not be done unless the accounts 
throughout the organization were standardized and unified to 
that end. 

Agency. Department. — In a small company a vice president 
may also have the title of superintendent of agencies. As the com- 
pany grows larger, the vice president may yield that title to one or 
more assistants. If there is more than one, these assistants 
may be assigned different territories. Each of these territories 
may again be subdivided into smaller units. The details of organ- 
ization from this point depend on whether the company’s organ- 
ization is predominantly on the general-agency, branch-office, or 
direct-reporting plan.^ Its function corresponds to that of the 
sales department in a manufacturing enterprise. 

The agency department publishes the house organ or otherwise 
periodically communicates with the fieldmen to keep them 
interested in the company and alert in their work. It sets 
quotas and arranges competitions in production, offering emblems 

‘ See Chap. XIX. 
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and other prizes. It arranges regional and general conventions 
and generally uses its best efforts to keep and enlarge an alert and 
active set of producing agents. The methods just mentioned are 
more characteristic of life insurance and those lines where the 
agents are closely knit to the company, than of fire insurance and 
those kindred lines where the agent is more of an independent 
businessman. In the latter case, calls by a special agent take the 
place of the prize competition, convention, and other inducements. 

Recently several of the larger companies have undertaken more 
general advertising and have employed special publicity man- 
agers. These usually work under the direction of the head of this 
department. In the fire-insurance field, much advertising in 
insurance journals is given to familiarizing agents with the advan- 
tage to them of developing “side lines,” such as water-damage 
insurance and tornado insurance, and the need of their clients 
for use-and-occupancy insurance. The need of insurance against 
damage to property is so well appreciated by the public and by 
moneylenders that there is little opportunity for the agent to 
increase his business in that line except as new property is created. 
Hence, these other lines are suggested as an outlet for his energy 
and the increase of his income without increasing the ruthlessness 
of competition for the better known lines. 

Underwriting Department. — Of necessity, because of the 
special training and information required, the underwriting 
departments are organized by kinds of business and territory. 
There is a chief underwriter for each kind of coverage and, 
except in life-insurance companies where the applications are all 
passed on at the home office, for each major territorial district. 
He lays out general plans for passing upon prospective business 
and himself passes upon the unusual and difficult cases that 
may be referred to him. He has several assistants of various 
grades running douTx to daily-report examiners who inspect each 
daily rej^rt received for conformity to rules and for safety of 
lines assumed. If the daily report shows no unusual feature, it is 
passed by the examiner and receives no further attention. Cases 
raising some question in the mind of the examiner as not in con- 
formity to the company’s established practice are properly 
ticketed and referred to his supervisor for further consideration; 
they may be disposed of by a junior underwriter or, if he deems it 
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desirable, passed on to the chief of the division or department. 
Before cancellation is ordered, the special agent covering the 
territory is usually consulted. 

The chief of the underwriting division keeps in touch with the 
statistical department and secures regular or special reports 
from time to time on the experience by classes and districts, 
revising his line limits and rules in accordance with his inter- 
pretation of these data. An important duty of the chief of the 
department and his leading assistants is service upon committees 
of rating organizations for the determination of class standards, 
rules, and rates. In this duty no little responsibility rests upon 
them for the future of the company, as well as for that of the 
business as a whole. There must be close and cordial cooperation 
between the underwriting and agency department. 

Accounting Department. — The accounting department, under 
the comptroller, has a staff of accountants, bookkeepers, ledger 
and other clerks. With companies whose policies are issued by 
agents, the first step in accounting for income is keeping track 
of forms, which are numbered and charged to the agents as sent 
out. As soon as daily reports have passed the examiners, they 
come to the accounting department for entry in the blank 
policy registers which were prepared when the forms were sent 
out. Any break in the order of numbers reported is immediately 
run down. Brief particulars are entered opposite each number to 
show the risk. The daily report is then passed on to the files. 

When the account current comes in, it is audited by first check- 
ing against these records. Then computation of commissions is 
verified, vouchers for return premiums and other disbursement 
credits taken by the agent are examined, and, if found satisfactory 
and the expenditure has been authorized, the credit is passed. 
When the account is found satisfactory, it forms the basis for 
entries into the agents’ ledgers and other subsidiary books from 
which the general ledger is posted. Usually the memoranda for 
punching cards, or otherwise preparing data for determining 
the unearned-premium reserves, are made from the accounts 
current. The details vary so much with the size, kind of business, 
and other conditions of the company that no complete general 
statement of the work of the accounting department can be 
made. The nature of the work to be done has been indicated. 
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In those branches of insurance in which the basis of premium is 
the insured’s pay roll, the pay-roll-audit division is an important 
part of this department. 

When the company operates on a budget system, this depart- 
ment must prepare the preliminary budget and audit disburse- 
ments accordingly. 

A separate section of this department is concerned with 
investment accounting. Separate accounts of each investment 
must be kept so that interest may be promptly collected and a 
change made if it is deemed desirable. Custody of the securities 
themselves is usually (nominally at least) with the treasurer. 
Negotiable securities are usually kept in a vault or in safe-deposit 
boxes, and the presence of two or more officers is required before 
access can be had. If the company invests extensively in mort- 
gage loans, it is necessary to keep on file the insurance policies, 
title records, and appraisal reports connected with each loan. 
Tickler records must be kept, not only of interest and other pay- 
ments to be made, but also of the due dates of taxes, and expira- 
tion dates of insurance policies. 

Actuarial and Statistical Departments. — The actuary of a life- 
insurance company is both a staff (advisory) and line (administra- 
tive) officer. He, with the medical director, is the chief adviser 
on underwriting policies. He advises with the legal department 
in the preparation of forms and recommends methods for appor- 
tioning surplus. He prepares the tables of rates and surrender 
values for policies and advises with the agency department as to 
appropriate commissions to be paid to agents. Under his 
direction, statistical studies of experience are made upon which 
to base the company’s future plans. 

Administratively, his department determines annually the 
amount of the reserve liability under its policies of all forms, 
including annuities, deferred liability under installment, claims, 
and any other item subject to valuation on the basis of expected 
mortality and interest. In the case of policies subject to loans, 
or other conditions, so that the nonforfeiture values as printed in 
the policy do not apply, it makes the necessary calculation. 
When the basis of dividend apportionment has been approved 
by the directors, it prepares tables of dividends according to age 
at entry, plan, and duration, so that the renewal premium division 
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of the comptroller’s department may prepare suitable notices 
and vouchers. 

In insurance other than life, the actuary and his department 
usually play a less important part. Indeed, it is only within 
the last four decades that the title has come to appear among the 
officers of casualty companies, and it does not yet appear in the 
fire-and-marine group. But most companies maintain statistical 
departments, generally as subordinate divisions of the under- 
writing departments. They keep records and make reports on 
classified experience for the guidance of the underwriters and 
where, as in workmen’s compensation and a fev/ other lines, the 
experience of the individual risks is of some value for rate making, 
such records are also prepared both for the purpose of considering 
the desirability of renewing expiring risks and for adjusting the 
rate on the individual risk. With increasing demand for publicity 
of the bases and processes of rate making, and for statistical 
control of rates, on the one hand, and the development of better 
qualified insurance statisticians through technical societies and 
special studies, on the other, there is reason to believe that the 
technician working with statistical data, be he called actuary 
or statistician or by any other title, will gradually come into a 
more important place in the conduct of the business of insurance 
in all its branches. This tendency is notable at the present time 
in workmen’s compensation insurance, automobile and other 
liability insurance, and accident-and-health insurance. 

Secretarial Department. — Aside from being the recording 
officer of the board of directors and its committees, the secretary 
is generally the officer in charge of the records (other than 
accounting records), files, correspondence, and similar matters of 
the company. In the secretary’s department of a life-insurance 
company will be found the division of policy issues headed by the 
recorder, the division of policy changes, the filing division, and the 
mailing division. The function of each of these divisions is 
indicated by its title. Similar duties are imposed on the secre- 
tary’s department in other types of companies. In a company 
doing many kinds of business and departmentalized along these 
lines, there will frequently be a secretary for each department 
as well as a secretary for the company as a whole. The latter is 
usually assigned general executive duties with a limited staff 
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under his personal supervision, the direction of the staff for each 
department being assigned to the secretary of that department. 

Claim Department. — If the company is departmentalized by 
lines of business, there is a claim divisim within each department, 
for the manner of settlement of claims depends on the kind of 
business. If the company is not so departmentalized, there will 
be divisions within the claim department handling each kind of 
insurance. Claim settlements must be made in the field by 
investigators and adjusters working out of the nearest branch 
office, or by independent representatives, but their work must be 
closely supervised by the head of the claim department. 

To this department fall the duties of selecting qualified adjust- 
ers and investigators, training them in their duties, and supervis- 
ing their work. In the personal insurances it also selects the 
medical representatives whose examinations determine the degree 
of disability. This is the work of the medical director ‘ of such a 
company who also passes upon unusual cases to determine 
whether the claim is reasonable, the treatment given appropriate, 
and similar questions.^ 

In this department should be kept, cither at the home office or 
at suitable branch offices, claim registers from which outstanding 
unpaid claims and the amount paid on settled claims can be 
determined. These should be supported by complete claim 
files in which all papers on each case are preserved. If a case is 
one calling for periodic payments in the future, suitable tickler 
records must be kept to assure that payments go forward as 
required. There should also be indexes to call cases up periodi- 
cally for review if the period of payment is not fixed. 

No light responsibility, rests on this department for estimating 
the amount of unliquidated claims against the company when 
financial statements are prepared. In fire insurance and other 
property jpsurances, where the claim is payable in one sum, the 
amount claimed is entered in the loss register as the claim is 

* The same title is used for the medical adviser of a life-insurance com- 
pany whose work is essentially underwriting. The reader should endeavor 
to keep the difference in mind. In some companies the more accurate title 
surgical director is coming into use. 

* As its name implies this department is concerned with the settlement of 
loss. It would be well, therefore, for the reader to review at this point what 
was said in Chap. XXII. 
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registered. Rarely is there basis for change until the claim is 
adjusted and paid. On the other hand, it is often impossible to 
determine even approximately the value of a claim for workmen’s 
compensation from the first papers filed, or until much later. It 
is the custom in many offices to provide on the file for entry of 
several successive estimated values, and to review the entry each 
time a new piece of information is received, as well as at regular 
intervals. When an estimate of outstanding liability is required, 
the tickler of open cases may be consulted, the files drawn, and a 
list of estimates drawn off. Against these the payments made 
may be offset. 

It is often also the duty of this department to summarize the 
material in the claim files in suitable spaces on the folder for the 
use of the statistical department. 

Special Services. — In many companies there are important 
service departments. For example, the major work of title- 
insurance companies is the ascertainment that the title record 
is clear before the policy is issued. To this end the companies 
maintain elaborate indices, known as “plants,” of the records of 
the counties in which they do business. Boiler- and machinery- 
insurance companies make a specialty of inspecting periodically 
the properties insured, both for the protection of the company and 
the service of the insured. Most companies writing workmen’s- 
compensation insurance maintain safety-engineering depart- 
ments. Field inspections of plants are made, safety recommenda- 
tions are presented, and research in safety devices and safe 
practices is carried on. The statistical department is often 
called upon for elaborate studies for assistance in this work. 
The factory mutual fire-insurance companies sometimes speak 
of themselves as fire-prevention-engineering organizations rather 
than insurance companies, because of their insistence on high 
standards before they will accept risks, and because of their 
researches in fire prevention.^ All such departments are headed 
by competent engineers, sometimes ranking as vice presidents in 
the company. 

Supply Department. — The supply department is usually undet’ 
the supervision of the comptroller. It is an important division, 

* The Underwriters Laboratories, Inc., maintained and supported by the 
stock fire-insurance companies, carry on similar work. 
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sometimes calling for the maintenance of a complete printing 
plant for the printing of policy forms, advertising literature, and 
other printed matter used by the company. 

Personnel. — In the larger organizations personnel work, 
including maintenance of lunch rooms, recreational and educa- 
tional facilities, and similar activities, takes up the attention of a 
somewhat smaller but still important division. 

SUMMARY 

In this chapter there has been presented an outline of a typical 
form of insurance-company organization. As the details of 
organization must be adapted to the activities and ideals of 
each carrier, this outline will probably fit closely no individual 
carrier. The aim has been to sketch what might be termed 
a composite photograph of the various organizations in the insur- 
ance field. 
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CHAPTER XXVI 


COOPERATIVE ORGANIZATIONS 

In addition to the organizations engaged in the insurance 
business as professional risk carriers, many other organizations 
are found in the insurance world. These are organizations 
among the companies as such, and among their employees and 
representatives as such. The purposes of these several organiza- 
tions are various, but their ultimate aim is common — the advance- 
ment of the business and of those engaged in it. An account of 
these organizations might begin mth an attempt to classify the 
various organizations and citation of examples of each.‘ It 
may, however, be more enlightening first to consider the circum- 
stances that give rise to the need of the more common types of 
organizations and to show how they meet this need. 

Competition among Carriers. — Attention has already been 
directed to the necessity of insurance carriers restricting their 
lines, both on individual risks and on zones or groups, to avoid 
undue exposure to single occurrences which might result in so 
great loss as to threaten the continuance of the company. In 
the case of fire insurance, for example, the greater the congestion 
the more tightly must the lines be drawn. But it is just in the 
regions of greatest congestion that the need of insurance is 
greatest; particularly is this so if the hazard due to construc- 
tion or contents is great. In our great congested-value centers. 
New York, Chicago, Boston, Detroit, and other large cities, 
therefore, the demand for insurance coverage is steadily pressing 
upon the supply. Hence, since there is little legal impediment to 
the formation of insurance carriers, there is a tendency for new 
capital to flow into fire-insurance underwriting. This cause is 
clearer in the case of fire insurance, but similar forces operate over 
a wide range of kinds of insurance. 

‘ For an example of such treatment see Riegel and Loman, “Insurance 
Principles and Practices,” rev. ed., p. 61. 
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These risks which stimulate the growth of new companies are 
the least desirable. To “sweeten” the mass of its business, 
each new company limits the business it will take from among 
these risks and seeks an offset in a corresponding volume of 
business of a less hazardous character. But this is the busi- 
ness for which the present capacity is adequate or more than 
adequate Hence the keenest of competition for these risks 
results. 

Competition may center on any one of four elements in the 
practice of the business such as 

1. Rates. 

2. Policy terms. 

3. Agency relations. 

4. Service to policyholders. 

It has involved and, to some extent, still involves all. Although 
competition has in some respects resulted to the advantage of the 
public without injury to the carriers, as in the liberalization of 
policy terms in life insurance, unrestricted competition along 
any of the first three lines results in the destruction of the weaker 
competitors and has a tendency to weaken public confidence 
in all carriers and in insurance as an institution. In the public 
interest such competition must be restricted within reasonable 
bounds, either by state compulsion or by voluntary action. 
This has always been understood by the wiser of those engaged in 
the business, but not by all nor by the public. In the earlier 
history of the business, the public attitude was to rely upon 
competition as the proper regulative, and to encourage it and 
suppress all efforts at its restraint. This attitude is still existent 
in certain quarters, where state policy is still to encourage and 
enforce competition but, in the more advanced communities, the 
fallacy of this view has become increasingly clear, with a cor- 
responding tendency to encourage restriction. Severe regulation 
has been the result in other communities and has been found so 
burdensome by the carriers as to be resisted with all the power 
they can muster. 

Control through Cooperation. — The logical ideal is control of 
such competition through cooperation, and efforts have long been 
made for this, even in the face of most serious opposition. 
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This opposition has been of two kinds: 

1. From the state where the state policy has been to rely on 
competition as the protector of public interest. 

2. From those newly venturing into the business whose 
growth and development has been handicapped by restriction; 
or from those bold spirits who cannot brook opposition, and who 
tend ruthlessly to sweep away all obstacles to the realization of 
their dreams, whether or not those dreams are wholly selfish. 

Perhaps there should be added a third group, those who are 
not strong enough to fight for their own ideal against the pres- 
sure of associates, who either cannot see the ideal or insist on a 
selfish defense of what they regard as their own interests even if 
they see it. Many an executive, because of, the threatened 
loss of valuable agency or other connections to his less scrupulous 
competitors, has felt forced to repudiate agreements to which 
his own judgment gave ready assent. The lack of authority ^ of 
the national government to deal with insurance problems, 
and the diversity in conditions and policy between the several 
states, add to the problem. 

It must also always be borne in mind that, except in the mortal- 
ity tables in life insurance, there is no bottom figure, similar to the 
cost of material goods offered for sale, against which individual 
prices may react. The cost of furnishing insurance, as has been 
pointed out before,^ is not ascertainable until after the contract 
has been made. Hence, the only natural limit to the competitive 
force is the optimism of the most reckless. 

Rate-making Organizations. — Rate-making organizations are 
usually confined to a single kind of insurance, such as fire insur- 
ance, or to closely associated lines. For example, the Board of 
Fire Underwriters of the Pacific, which is principally devoted to 
fire insurance, also acts for its members in fixing rates for earth- 
quake insurance. If several kinds of insurance come under the 
jurisdiction of a single organization, each line is usually cared for 
by a separate department or division. For example, the National 
Bureau of Casualty and Surety Underwriters makes rates for 
several kinds of casualty insurance, each being assigned to a 
separate department. 

1 Under the decisions of the Supreme Court prior to 1944. 

* See Chap. XX. 
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Cooperative control of rates and practices is so vitally necessary 
to the business that, where combination has been interdicted by 
statute, subterfuges have been resorted to in order to circumvent 
the legal prohibition. The most common subterfuge has been 
first to dissolve the cooperative bureau, then to encourage the 
former manager to set up as an independent rate expert offering 
his advisory rates to any who care to purchase them at prices 
fixed to cover his expenses and a margin to himself about equal 
to his old salary. The companies formerly members of the 
bureau have then uniformly contracted for this service. Some- 
times laws have been amended to prevent the use of this device, 
and the companies have been heavily fined. Even when these 
laws have been successful, the companies have generally been able 
to prevent rate wars and to stabilize rates fairly well. 

The more recent tendency in state policy has been to recognize 
the need of cooperation in rate making and to require by law 
membership in a rating organization for each territory in the 
state in which a carrier operates, making adherence to its rates 
and rules mandatory. The organization operating under such 
a law is subject to state supervision to prevent unfair discrimi- 
natory practices, but it is not objectionable. It has the great 
advantage of the force of law to keep in line the strong man who 
lightly regards obligations of the kind that do not seem to him to 
advance his interests or ideals, as well as the less experienced 
manager whose apparent boldness is the result of inexperience. 

In such organizations the source of authority is a governing 
committee of carrier representatives elected at the annual 
meeting whose major duty is the selection of the manager and the 
levying of assessments on the companies for the maintenance 
of the bureau. If there is no other grievance committee, it falls 
to this committee to hear complaints and administer discipline. 
If membership in a bureau is compulsory and if the bureau is 
exclusive for its territory, serious grievances are usually referred 
to the insurance commissioner. Sometimes the governing 
committee has legislative power, but usually important legislation 
for the government of the bureau may be passed only by the full 
membership at annual or special meetings. 

The technical problems of classification rules, rate derivation 
from statistical data, systems for modifying the manual rules on 
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the basis of physical condition determined by inspection, the 
application of schedule or experience-rating plans, and other 
problems of similar nature are usually subject to the control of 
committees of carrier members on which the carriers are repre- 
sented by their own technical experts in the work involved. In 
some of the bureaus of national scope, regional committees of 
representatives of carriers with unusually large interests in the 
state or states covered make the final decision on rates and rules 
for the several regions. If the bureau is exclusive and member- 
ship compulsory, so that it has quasi-official standing, the insur- 
ance commissioner or his representative may sit on the committee 
and vote, though usually he prefers to reserve action and exercise 
a veto power when necessary. 

Although legislative power in such matters rests with the sev- 
eral committees, the preparation of recommendations to the 
committee and the carrying out of its decisions rest on the staff 
of the bureau under the direction of the manager. For this 
purpose the bureau has a staff of technical experts with equipment 
and clerical assistance. In the field of workmen's compensation 
insurance, where different classes of carriers are members of the 
same organization, an effort is usually made (sometimes it is 
required by the constitution) to balance the different interests in 
committee representation. Sometimes apparently minor differ- 
ences in the phraseology of classifications may gravely affect the 
business of one or more carriers, or a difference in interpretation 
of rules considerably change the cost of insurance to large busi- 
ness enterprises. In such a situation there is almost invariably 
appeal from the decision of the management, and sometimes pro- 
longed debate in committee. 

Where membership is not compulsory on all carriers and there 
are competing carriers offering to write risks at lower rates or on 
terms or conditions not approved by the bureau, a serious situa- 
tion is created for the bureau or board companies, and there may 
be threats of revolt and disintegration. No remedy has so 
far been discovered, save a suspension of rules and authorization 
to meet competition. This is a dangerous remedy and sometimes 
brings about the very thing that it is designed to prevent. When 
this happens, a new organization is brought about, after a more 
or less extended period of unrestricted competition. 
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In some kinds of insurance, revision of basic manuals of rules, 
rates, and classifications is relatively frequent, as new statistical 
data are secured, or the risks covered are changed. For example, 
the more or less constant tinkering with workmen’s compensation 
laws, and the development of new processes and machinery, 
make inevitable the constant revision of rates for workmen’s 
compensation insurance. The situation in automobile insvirance 
is similar, owing to such factors as increasing congestion of 
cars, changes in types of cars, and new roads and road rules. 
However, there are fields, such as fire insurance, where the 
basis systems of rate making, classifications, and rules change 
only at relatively long intervals, although in the meantime 
changes may be made in rates for individual classes or groups of 
classes; e.g., towns may be rerated. 

In addition to the preparation of basic or class rates, these 
organizations make rates for individual risks by applying the 
schedule or experience-rating plans, and promulgate such 
rates to their members. Usually they check the application 
of the rates by passing upon daily reports before they go to 
the company offices. Those not found in accordance with 
the rules are returned for correction of the policy. Those 
approved are so stamped, from which practice this part of 
the bureau is known as the stamping office. Sometimes, to 
facilitate business, a bureau having jurisdiction over a con- 
siderable territory will have branch stamping offices in several 
places. 

The bureaus and stamping offices are concerned not only with 
rates but also with forms and endorsements. Advantages equiv- 
alent to large rate reductions may be allowed by attaching, with- 
out sxiitable extra charge, various endorsements amending the 
standard contract. The bureaus, therefore, prescribe the con- 
tract forms and the riders and endorsements that may be used, 
where they af^not required by law. Usually they do not print 
the forms. 

Standard-forms Bureaus. — More recently the companies in 
some lines of insurance and in several jurisdictions have found it 
profitable in view of the complexity of statutory requirements as 
well as bureau requirements to provide for cooperative printing 
of endorsements and other needed forms. This provides stand- 
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ardized forms and reduction in printing costs, the bureaus being 
nonprofit organizations.^ 

Organizations Regulating Agency Relations. — The insurance 
rate must provide for expenses as well as losses, and it may 
become inadequate by reason of excessive expense, even though 
amply adequate for the losses and expenses contemplated when 
it was made. Regulation of expense is, therefore, a corollary of 
rate regulation.® Sometimes this regulation of expense is under- 
taken by the organization that makes rates. Sometimes it 
must be undertaken by an organization of broader scope. Head- 
office expense generally is kept down by the officials, and com- 
petition rarely, if ever, tends to increase it. The largest expense 
item, and the one most difficult of control, is acquisition cost, the 
expense of selling. 

At first sight it would not appear difficult to fix and adhere to 
a scale of commissions to agents and, if all agents were of the 
same class, it might well be a simple matter. But even in a 
particular line of business there are many classes of agents in 
different regions whom it would not be fair to remunerate on a 
uniform scale. Some agents may write no policies and keep no 
records, merely sending in applications and receiving and deliver- 
ing policies as an incident to other business. Others issue policies 
and keep elaborate records. The latter should receive at least 
enough more than the former to cover their office expense. 
Some general agents conduct the entire business of the company, 
producing little direct personal business, but securing much 
through local subagents and brokers. They assume for the com- 
pany the function and cost of building up the organization in 
their territory and supervise through special agents. Others 
produce considerable personal business as well. 

One company may furnish office rent or an allowance for it, 
or make an allowance for stationery or telephone or other service 
which will make a low commission scale more attractive. Desk 
space and other facilities for brokers are means of compensation 
in addition to commission. 

The forms quoted in Appendices II to XI were furnished through the 
courtesy of three such bureaus. 

* It has been held to be within the police power of the states. See O’Gor- 
man <fe Ynuna ii Hartford Ins. Co., 282 U.S. 251 (1931). 
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Even though a company adhered rigidly to agreed commission 
scales for the several classes of agents and brokers and offered no 
other inducements, it might secure a competitive advantage 
over another by appointing, in a given territory, more agents in 
the higher rated (general or regional) classes. It might secure 
such an advantage even by having more ordinary agents. Thus 
reprisals and commission wars might be brought about. 

Sometimes excess agency representation arises through causes 
not readily forseen. For example, a company may have had a 
bad experience, and the management msTy desire to reinsure and 
liquidate. Another company may have no great desire to take 
over the business but may do so to avoid a failure and a blow to 
the business as a whole. It finds that the weakened company 
has a valuable set of agency connections. Perhaps this will give 
it an entrance into new territory. The value of these connections 
may be so great as to offset the probability of placing a few bad 
risks on the books and may make it practicable for the reinsur- 
ing company to pay a commission for the business as an offset 
to the full unearned-premium reserve. In several communities 
where it has been well represented for some time it may find itself 
with an additional representative, who has been turning in a 
substantial volume of good business to his former company. It 
did not intend to have such dual representation, but it has it 
and, with it, a competitive advantage. 

Perhaps the reinsured company will not be liquidated, but 
stock control or its entire stock be bought by the reinsuring 
company, and a contract made for continual reinsurance of all 
risks in full, so that the reinsured company becomes an operating 
dummy. Then nominally there is no dual representation. 
Actually there is. To meet this a competitor may issue policies 

in the name of “The Underwriters” all policies 

being guaranteed 100 per cent by it or jointly by it and another 
company ui^^er the same control. Such schemes are known as 
“underwriters annexes” and are not uncommon in the fire-insur- 
ance' business. Unless the law interferes, the number of annexes 
may be multiplied indefinitely. 

Regulation of acquisition expense, which must take into 
account all such practices and factors, becomes a very complex 
problem and requires elaborate rules and a system of committees 
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to adjust disputes. Where the law gives the insurance com- 
missioner jurisdiction over such matters, he may require the 
carriers to cooperate in formulating such rules. If he finds them 
reasonable, he may then adopt them as requirements and use 
his official power to enforce them. 

Agents* and Brokers’ Organizations. — Except where the law 
prescribes particular qualifications for agents and brokers, it is 
very easy to become an insurance agent. All that is necessary 
is to convince some company or special agent that the candidate 
can turn in a profitable line of business. If he is not conscientious 
in his business transactions, he may bring disrepute, not only on 
himself and his company, but on insurance agents and brokers in 
general. 

In the present day of organization, there are, in all the larger 
communities, associations of agents or brokers (sometimes 
separate, sometimes combined) for the purpose of bettering their 
business life. These may be along special lines, as are the life- 
underwriters associations, or general in their nature. The 
local organizations are consolidated into state organizations and 
the latter into national. 

The organizations aim 

1. To eliminate the unfit from the ranks of brokers and agents 
and to that end to secure strict agents’ qualification laws. 

2. To eliminate part-time agents whose main business may be 
that of lawyer, apartment-house owner, or bank official, and 
whose aim may be to secure the commission on his own or his 
family or clients’ insurance, or through the coercive power of 
credit to compel the placing of borrowers’ insurance so that he will 
receive the commission.’ 

3. To secure for themselves what they believe proper treatment 
from the companies. A major part of the latter aim is continu- 
ance of the “American agency system” by which appears to be 
meant recognition of the agent as a quasi-independent business- 
man with a proprietary interest in the business he attracts, 
and ownership of the “renewals,” i.e., the record of expiration 
dates of current policies which is, of course, of great value in 
canvassing for renewal. 

‘ Combination of an insurance agency with a real-estate business seems 
to be generally recognized as an established legitimate practice. 
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Agents, being local citizens, and the companies generally 
foreign corporations, the former have been able to secure in many 
states “ resident agents’ laws,” requiring all policies issued in the 
state to be countersigned by, and a commission paid to, a resident 
agent. ^ The local power of agents’ organizations was exemplified 
recently in New Jersey where, the companies proposing to make a 
reduction in the scale of commissions in certain counties, the 
agents succeeded in having introduced, and passed over the gov- 
ernor’s veto, a bill requiring each company to pay uniform 
commissions throughout the state on the same class of business. 
The organized power of agents and the recognition of renewal 
rights tend to prevent reduction in commission scales by volun- 
tary arrangement between the companies, except in compliance 
wdth legal requirements. 

Often, fairly good control of competitive conditions can be 
secured by the companies dealing with the organized agents 
through the rating organizations. The organized agents and 
brokers usually control in various ways much of the preferred 
business. By agreeing to do business only with agents or brokers 
who are members of the agents’ association or brokers’ exchange, 
as the case may be, the companies may secure reciprocal agree- 
ments not to place business with “nonboard” companies or at 
least not to place business with companies not maintaining 
“board” rates and practices. 

Intercarrier Organizations for Other Purposes. — Coopera- 
tion between insurance carriers is advantageous in the solution 
of problems other than those for which the organizations hereto- 
fore mentioned are designed. Organizations dealing with these 
problems are sometimes associations of companies, sometimes 
corporations organized for seivice rather than profit, the entire 
st^ck of which is held by the companies. 

An example of the latter is the Underwriters’ Laboratories, 

‘ Since the Supreme Court has held insurance to be commerce, this type 
of law has been challenged as an improper interference with interstate 
commerce. The matter has not been taken to the Supreme Court. A 
lower federal court has upheld such a law. Many thoughtful insurance 
men question the wisdom of such laws and believe that in the long run their 
effect will be adverse to their present beneficiaries, the local agents. The 
agents as a whole do not agree. The author thinks that the agents are 
mistaken. 
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Inc., which has an establishment in Chicago adapted to its work 
as a research institution in fire prevention. It tests all sorts of 
preventive and protective devices, granting its label, of which 
there are various grades dependent upon the success in meeting 
the tests, to devices that are approved. Charges for testing 
services defray most, if not all, the cost of operation. The fac- 
tory mutual companies operate a similar laboratory in Boston, 
specializing in their particular problems. 

Other examples are salvage companies and adjustment bureaus. 
The former undertake to recondition and sell goods that have 
been damaged and taken by the company at the appraised or 
agreed value. By specializing in this work and acting for many 
companies they can get better results than any individual com- 
pany. Adjustment bureaus maintain corps of competent adjust- 
ers at strategic points in the territory they serve. The services 
of these adjusters are available to the companies for appropriate 
charges. This makes unnecessary sending several adjusters 
to represent the companies involved in a loss when the work can 
be better done by one man representing all. It reduces the 
number of adjusters each company must have, as well as traveling 
expenses. 

Salvage corps, operating as fire patrols, hurry to fires, spread 
water coverings, and otherwise protect goods before the arrival 
of the municipal fire department. These are usually maintained 
by intercarrier organizations. 

As a protection against the frauds practiced on insurance 
companies, information bureaus for exchange of information 
on rejected applications or fraudulent claims are maintained. 
Some of these are maintained by separate corporations, some by 
unincorporated associations. 

Research Organizations. — Mention has been made above of 
the Underwriters’ Laboratories and the laboratory of the factory 
mutual fire-insurance companies. Much research goes on in 
these laboratories in addition to testing products and devices for 
certification. Other research is carried on cooperatively, some- 
times through rating organizations and sometimes in separate 
organizations set up for the purpose. Typical of these is the Life 
Insurance Sales Research Bureau supported by life-insurance 
companies for studying such problems as the cost of building 
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various types of agency systems and the returns to be expected 
from the expenditures involved. Its service is in general confi- 
dential to its members. 

Legislative Bureaus. — Since insurance has until very recently 
been held not to be commerce and therefore not subject to federal 
control, and since few insurance companies are domiciled in any 
one state and must do business in several states, it is necessary for 
each company to watch legislation in all states and use its influ- 
ence to prevent unwise and impeding requirements. The first is 
an expensive task, and the second cannot generally be done effec- 
tively by each company acting alone. It is much more economi- 
cal and effective to handle such matters through an association. 
This manner of acting also conserves the time of legislators, since 
it is much easier to listen in a committee hearing to the argument 
of a single representative of a group of interests than to the individ- 
ual arguments of the several representatives of the individual 
carriers. In the present day of publicity of expenditure for 
lobbying purposes no objection should be raised to this practice. 
Each group affected by any legislation is entitled to a hearing. 

In the field of fire insurance, the National Board of Fire Under- 
writers represents the fire-insurance interests. The Life Insur- 
ance Association of America and the American Life Convention 
represent the life-insurance carriers, and there are similar organ- 
izations in other fields. These are generally unincorporated 
associations. They also serve as general publicity organizations 
and as a means of bringing together individual interests for inter- 
change of views on many other matters. For example, the 
National Board maintains an extensive organization for assisting 
the constituted authorities in the suppression of arson. It also 
has a corps of engineers who make fire-hazard surveys of the 
cities and larger towns throughout the country, turning in grading 
reports which are used by the regional rating organizations. 
The reports, iheluding recommendations, but without detailed 
rating figures, are printed and distributed to city authorities, 
chambers of commerce, libraries, and other interested bodies. 
The Board also collects nationwide statistical data on fire losses. 

Educational and Professional Organizations. — In addition to 
the strictly intercarrier organizations for the control of competi- 
tion, performance of a common service or otherwise advancing 
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the common interests of the carriers and their representatives, 
there are other organizations of persons connected with the 
insurance business which are educational and professional in 
their nature. Membership in these organizations is personal, 
though some provide for sustaining memberships by the 
companies. 

The oldest of these are the actuarial societies, whose member- 
ship is in two grades: associate and fellow. Entrance to the 
first, and lower, grade is conditioned upon passing comprehensive 
examinations in the elements of actuarial science. Advancement 
to fellowship is conditioned on passing similar examinations 
in more advanced work though under conditions set up in their 
constitutions, other evidence of competence is sometimes accepted 
or required. Other organizations in different branches of insur- 
ance have been formed along similar lines, though they have not 
yet reached so high a development. The meetings of these 
societies are forums in which the technical problems confronting 
the profession are discussed; in their journals are published many 
of the studies by which the professions are advancing. No effort 
is made through these societies to formulate or influence directly 
company policies or actions, but the higher the standing of the 
society, the more influential will be the papers and discussions 
published. In connection with the periodic meetings, there are 
opportunities for personal contacts and friendships which often 
have great influence on business practices. It is not intended to 
imply that the societies are used to bring about results by gentle- 
men’s agreements which it might be improper to attempt openly. 
Their standards are far too high for anything of the kind to be 
thought of. 

Such societies have contributed to developments of technique 
which have been responsible for much improvement in office prac- 
tices. Exchange of information has often led officials to realize 
that contracts could be liberalized without danger, or the field 
of their activities safely extended. The influence of such organ- 
izations has been wholly beneficial to all concerned. • 

There are some organizations outside the field of insurance 
itself which the companies foster and sometimes assist financially 
because of the benefit that they believe will result from. them. 
One example of such an association is the National Fire Protection 
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Association, whose membership is largely of city fire chiefs and 
bodies interested in the prevention of fire loss. 

Insurance Institute of America. — Up to about 1900 young men 
in insurance offices were instructed in their own company’s plans 
and ideas but had not much opportunity for broader study of the 
business. Following the pattern of men similarly situated in 
Great Britain, a number of organizations were formed about that 
time for maintaining a library and fostering study groups, e.g., 
The Insurance Society of New York, The Insurance Institute of 
Hartford, The Insurance Library Association of Boston. In 1909 
a federation of these organizations was formed which is now the 
Insurance Institute of America, Inc. The Institute plans courses 
of study in the several branches of insurance. These are con- 
ducted on a classroom basis by the local societies. The Institute 
offers correspondence instruction. Annually it gives examina- 
tions held in local centers under the supervision of the local 
societies. On passing the full set of examinations for one branch 
the student is admitted as an associate. Fellowship is granted 
upon submitting a satisfactory thesis in some field. Fellowship 
is also granted on an honorary basis to executives and others 
approved by the Board of Governors. 

American College of Life Underwriters. — In 1927 a Congressional 
charter was granted the American College of Life Underwriters 
which was sponsored by the National Association of Life Under- 
writers and has its headquarters in Philadelphia. Its object is to 
bring competent life-insurance agents up to a professional standard 
and status similar in their field to that of the C.P.A. in the account- 
ing field. It is authorized to confer the designation of Chartered 
Life Underwriter (C.L.U.). It operates much like the Insurance 
Institute. It does not give courses but lays out course require- 
ments and other qualifications for its designation and sets the 
examinations.^ It arranges with universities throughout the 
country to give' (mainly in extension and other evening classes) 
the courses required and to conduct its examinations. The 
C.L.U. designation has come to be very highly regarded among 
life-insurance men. 

American Institute for Property and Liability Underwriters . — 
The success of the American College of Life Underwriters and 
other forces led to the incorporation in 1942 in Pennsylvania of 
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the American Institute for Property and Liability Underwriters, 
Inc., under the sponsorship of national organizations in both 
fields, mutual as well as stock, and of the American Association of 
University Teachers of Insurance. It offers the designation 
C.P.C.U. (Chartered Property Casualty Underwriters) on condi- 
tions similar to those for the C.L.U. and conducts its work 
similarly. Its field of work is among agents, brokers, and 
employees of carriers in the fields of insurance other than life 
insurance. 

American Association of University Teachers of Insurance . — 
Regular courses in insurance, other than those in actuarial math- 
ematics, began almost simultaneously about 1904 at the Univer- 
sity of California and the University of Pennsylvania and have 
been given at both institutions continuously since. At about the 
same time sporadic lectures on insurance topics were given in 
other institutions, but university teaching of insurance made 
headway only slowly until after 1920. Since then the growth has 
been fairly rapid. In 1932 the American Association of University 
T eachers of Insurance was formed. Its name suggests its purpose 
as an academic forum for the exchange of ideas. While maintain- 
ing academic objectivity in its point of view, it has, perhaps more 
than other academic groups, kept contact with leaders in all 
branches of the business and from all types of carriers. 

Social Organizations. — There are other organizations of a 
purely social character, qualification for membership in which 
is a particular type of position in the insurance business. The 
names of some of these organizations and of their principal 
offices imply fun and nonsense as the prime motive. The author 
cannot speak as a member but is under the impression that the 
implication is correct. Yet the serious student of any business 
or society will fail much in understanding its ways if he ignores 
the results in practical affairs of personal contacts made and 
maintained through such organizations. 

It has been impossible in this chapter to give detailed descrip- 
tions of all types of organization among the corporations and 
individuals engaged in the insurance business. It is believed that 
the main types have been indicated and enough said of their pur- 
pose to enable the reader to follow through understandingly a 
more intensive study of any of them. 
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SUMMARY 

1. Competition between insurance carriers is very keen 
because the concentration of values subject to risk in some places 
far exceeds the available underwriting capacity, tending to cause 
the formation of new carriers, which, in turn, causes great excess 
of underwriting capacity in the less congested regions. 

2. Competition may center on rates, policy terms, or agency 
relations, or any combination of these elements. 

3. Unrestrained competition is injurious to carriers and public 
alike. 

4. Control of competition through cooperation is logical, and 
efforts have been to bring it about in spite of many difficulties. 

6. Cooperative rate-making organizations are essential in 
most lines of insurance and have generally been maintained by 
subterfuge when anticompact laws interfered. 

a. Such bureaus are governed by committees of carriers, 
but the technical work is usually carried on by a paid 
staff of technical experts. 

h. Where there are competing nonorganization carriers, 
no method has been found for meeting the situation 
save suspension of rules as to the risk or risks on which 
the competition arises. 

c. Such organizations also frequently administer rates and 
to that end maintain stamping offices for reviews of 
daily reports. 

6. Standard-forms bureaus have been found economical and 
have other advantages, particularly in securing uniformity. 

7. Regulation of agency relations is one of the most important, 
as well as difficult, problems confronting the carrier organizations, 
because they must harmonize and adjust equitably a great variety 
of systemsKjf agency representation and remuneration. 

8. There are local, state, and national organizations of agents 
and brokers for the purpose of maintaining codes of ethics, dealing 
with the carriers, and otherwise bettering their business. 

9. Cooperation between company rating organizations and 
agents’ and brokers’ associations is frequently resorted to as a 
means of controlling competition. 
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10. Other intercarrier organizations exist for performing 
different special services: testing, salvaging, adjusting, etc. 

11. Legislative bureaus, as intercarrier organizations, can 
present the carriers’ point of view more fairly and effectively and 
at less expense than can the companies individually, and are found 
in all branches of insurance. 

12. Educational and professional societies exist in most 
branches of the insurance business and are encouraged by the 
carriers. Membership, however, is usually personal, and some- 
times attained only after passing severe examination. Such 
societies have done much in an indirect way to improve the con- 
duct of the business. 

13. Purely social organizations of specialists are also found, 
contacts within which tend to soften the acerbity of competition. 
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Part V 


STATE SUPERVISION OF 
PRIVATE INSURANCE 

INTRODUCTION TO PART V 

The preceding parts of the text have dealt with the busi- 
ness of insurance, its purpose, method, and problems, from 
the point of view of the insurer and the insured. It is the 
purpose of Part V to explain how the state came to exercise 
regulatory powers over insurance, the purpose, form, and 
method of regulation, and its advantages and disadvantages. 
Taxation of insurance carriers will also be considered. 


CHAPTER XXVII 

DEVELOPMENT AND THEORY OF STATE 
SUPERVISION 

It has been said that the business of insurance in the United 
States is subject to more governmental regulation than any other. 
Though this statement may not be strictly accurate, it is true 
that insurance is subject to a high degree of regulation. There 
are several reasons, namely, 

1. The complexity of modern economic life is so great that 
the public tends increasingly to delegate to the state the investiga- 
tion of those with whom it does business, and the elimination 
of the unworthy, a function which, under simpler conditions, 
the indivij^ual performed for himself. The insurance business 
feels the effect of this development to a greater degree than most 
other branches of business. 

2. The insurance business and its practices are somewhat of a 
mystery to the uninitiated. The language of insurance and its 
processes are of a technical nature and require study and experi- 
ence if they are to be clearly understood. The opportunity for 
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the shrewd speculator to take advantage of such a situation seems 
to call for public action to protect those needing the service of 
insurance. In particular, looking upon the contract as a con- 
tional deferred promise to pay, protection is needed against 
unfairly drawn policies and dissipation of funds needed to meet 
contract obligations. 

3. Most insurance carriers do business in several states, yet 
by decision of the United States Supreme Court, insurance was, 
until 1944, held not to be commerce within the meaning of the 
interstate commerce clause of the Federal Constitution, and each 
of the states therefore had the right to establish its own 
regulations.^ 

4. Abuses have occurred in the conduct of the business and, 
as they have been disclosed, new regulations have been sought in 
an effort to correct them. 

The above reasons are general and apply to all fields. The 
peculiar conditions in certain fields creates further need for regu- 
lation and supervision: 

1. Life-insurance contracts are for long terms and, therefore, 
the need for careful and adequate provision for the deferred 
obligation is especially important. 

2. The beneficiaries of life insurance and of workmen’s com- 
pensation insurance are third parties who have no voice in making 
the contracts and are often not in a position to care for their own 
interests. 

3. Workmen’s compensation insurance is really social insur- 
ance in which society through the government is definitely an 
interested party; automobile-liability insurance required by 
financial responsibility laws is scarcely less so. 

4. Group life and disability insurance have wide social implica- 
tions as does the insurance of employee’s pension plans under 
group annuity contracts. 

Clearly, the state has a definite interest in the terms of such 
contracts and the manner in which they are sold and carried out, 
including financial provision for deferred liabilities under them. 

‘ See Paul v. Virginia, 8. Wall. 168 (1868); Hooper v. California, 155 U. S. 
684 (1894); New York Life Insurance Company v. Deer Lodge County, 231 
U. S. 495 (1913). Reversed in U. 8. v. South-Eastern Underwriters Asso- 
ciation, 322 U. S. 533 (1944). The effect of this decision is discussed below. 
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Regulation of Marine Insurance in Medieval Europe. — The 

attitude of the medieval church toward usury was a handicap to 
the growth of insurance, since the church classed insurance, as 
well as the payment of interest, among those transactions in 
which payment was exacted without the rendering of visible 
service. It is said that a papal decree of 1227 prohibited bot- 
tomry loans, the precursor of the modem insurance contract. ‘ 
It was also regarded as immoral to insure, as presuming to 
interfere with the ordinances of God. Despite these interferences, 
however, the needs of commerce forced recognition of the prac- 
tice. Its abuse for gambling purposes and in commercial rivalries 
led to the first regulatory legislation. Genoa, in the last quarter 
of the fourteenth century, passed an ordinance designed to pre- 
vent insurance on foreign ships. 

The earliest known insurance code was promulgated at 
Barcelona in 1435. It was apparently in response to the second 
reason for regulation noted above, for it contained rides as to the 
conduct of those making insurance and providing that those “who 
write policies shall be bound to see that they are properly drawn.” 
The problem of securing the solvency of the insurer at the time of 
loss does not seem to have been dealt with, perhaps because the 
insured were generally merchants accustomed to investigate the 
credit of those with whom they dealt. Florence, in 1532, pro- 
vided for appointment of commissioners to regulate the practice 
of marine insurance in many details, including rates. There was 
similar regulation in other cities of continental Europe. 

Lack of Governmental Regulation in England and Her Colo- 
nies. — The early traders in England, being foreigners, did 
not usually resort to the- constituted courts but seem to have 
regulated their own practices. Thus there was no occasion for 
governmental action in insurance matters, although an official 
registrar ofr insurance contracts was appointed about 1574 as a 
private monoply, and a special court for trying insurance cases 
was set up in 1601.* The registration office seems to have been 
ignored, and the court had little influence on the development of 
the business. Until the time of Lord Mansfield,* insurance 

1 Hoffman, F. L., "Insurance Science and Economics,” p. 146. 

* 42 Eliz. Chap. 12. 

' Chief Justice of the King’s Bench, 1756-1788. 
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disputes rarely came into the English courts. The first English 
insurance corporations were chartered in 1720 and were given 
a monopoly of corporate underwriting of marine risks. The 
monopoly lasted a century. Aside from this monopoly and 
statutes against wagering, governmental regulation of insurance 
did not exist in England or her colonial dominions in America 
prior to the war for independence. 

Beginnings of Regulation in the United States through Cor- 
poration Charters. — There are records showing the practice of 
insurance in colonial times by individuals after the manner of the 
Lloyd’s underwriters but, aside from one or two local mutual 
fire-insurance companies and the Presbyterian Ministers’ Fund, 
issuing survivorship annuities, there were no insurance corpora- 
tions. However, beginning with the incorporation of the 
Insurance Company of North America by act of the Pennsylvania 
Legislature, Apr. 14, 1794, the close of the eighteenth and the 
beginning of the nineteenth centuries witnessed the incorporation 
of a number of companies. These were all incorporated by special 
charters granted direct by the legislatures and, although these, 
charters were by no means uniform, they generally contained 
some regulatory provisions. These provisions referred to the 
capital of the corporation and the manner of investing its funds 
and frequently required reports, either to the legislature or to 
some designated state official, as the Secretary of State, Treas- 
urer, or Comptroller. Sometimes a deposit of securities with a 
state official was required. A frequent provision was a require- 
ment for periodic publication of reports of financial condition. 
No official was regularly charged with the duty of examining 
these reports or the practices of the companies until much later. 
The intent seems to have been to provide a means by which those 
interested might inform themselves. Presumably, it was thought 
that the avoidance of unsound insurers by prospective customers 
would automatically cause the death of such corporations, and 
that those discovering fraud would make complaint to the usual 
officers of the community charged with suppressing crime. This 
attitude was in accordance with the individualistic spirit of those 
times. 

There was, however, interference in one respect in several of 
the states early in the nineteenth century, Pennsylvania and 
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South Carolina, in 1810, and New York, in 1814, passed statutes 
prohibiting under severe penalties the writing of insurance for 
insurers of foreign countries. The apparent motive for these 
enactments was less the protection of the citizens than enmity 
toward the British, who were the leaders in the business of 
insurance. 

Taxation and Licenses for Revenue. — Since the insurance 
carrier must always develop considerable revenue and accumu- 
late a substantial amount of assets, it was inevitable that these 
revenues and assets should attract the attention of those seeking 
revenue for the state. In 1824, New York imposed a tax of 
10 per cent* on the premiums received in that state by fire-insur- 
ance companies incorporated in other states in the union. New 
Jersey began taxing premiums in 1826. As early as 1830, 
Connecticut began taxing the stock of domestic companies. 
And in the decade 1841 to 1850, several of the states began 
requiring the licensing of insurance agents and charged a fee there- 
for. All such taxation measures required periodic reports for 
the purpose of determining the tax. The returns were made to a 
financial officer of the state. Where agents paid a license tax 
and companies of other states were represented, it was a natural 
transition to require some sort of showing as to the financial 
condition of the company. 

By the middle of the nineteenth century, several of the states 
had passed general incorporation statutes covering the several 
classes of insurance carriers, and thereafter in those states 
incorporation by special legislative enactment was discontinued. 
These general statutes provided for filing certain papers with 
state officials, the minimum amount of capital required, and the 
manner of its investment. But at that time there was in no 
state an official charged with the exclusive duty of regulating 
tlje insurance business or enforcing the insurance law. There 
were provisioj^ for special examinations at the instance of the 
courts, and the treasurer, comptroller, or other official might 
scrutinize the company reports, if he found time from his other 
duties. But it was not systematically done nor expected. The 
next step was the establishment, in certain states,® of commissions 

^ Reduced in 1837 to 2 per cent and applied to marine companies as well. 

* New Hampshire, 1851 ; Massachusetts and Vermont, 1852. 
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whose duty it was to examine the reports of the companies and 
to endeavor to exclude the insolvent. These were generally 
ex officio boards and, where the duties of the office of each 
member absorbed his major interest, nothing of importance 
could be expected. 

This gr^rdual increasing of the state’s observation and inter- 
ference in the conduct of the business arose, as did most of the 
subsequent measures of regulation, primarily from the occurrence 
of abuses in the conduct of the business. The presence of the 
policeman on the corner does not prevent all crime, but it does 
conduce to the safety of the neighboring property. So state 
supervision and regulation have not prevented, and probably 
never will prevent, all wrongdoing in the insurance business, 
but they have prevented some, and stopped other evils, before the 
maximum injury has been done. It is well, therefore, to consider 
at this point the opportunities for abuse in the conduct of insur- 
ance, which supervision is intended to eliminate, and some exam- 
ples of abuses before legislation and supervision closed the door. 

Abuses — Actual and Potential. — The earliest abuse, for which 
special legislation was provided even in medieval Europe, was 
the drawing of improper contracts. Attention has been called to 
the unfair practices in drafting fire-insurance policy forms before 
standard forms were prescribed. ‘ Reference has also been made 
to unfair provisions in life-insurance policies prior to 1906,^ and to 
similar abuses in personal-accident insurance.* The contract is 
one phase of insurance in which abuses preventable by supervi- 
sion are possible and have occurred. 

Closely akin to abuses in drawing contracts is failure to carry 
them out in good faith, or unfair discrimination against those 
who cannot afford the expense of defense of their rights in 
the courts. Nowhere is the insurance commissioner’s office 
a legal-aid bureau to assist the needy in prosecuting actions 
against insurance companies, but the power of supervision and 
publicity can do and has done much to curb unfair treatment 
and, if to that is added the power of exclusion from future opera- 
tions, such misconduct is likely to be much less frequent. 

1 Chap. VI. 

» Chap. X. 

sChap. XI. 
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Failure to make proper provision for paying losses through 
adequate reserves is an abuse which only careful scrutiny of 
reports and examination of records can disclose. Such scrutiny 
and examination must often be by competent technicians before 
it can be known whether the reserves are adequate. 

Improper investment of funds, or even reckless speculation, 
is possible, if the management of a carrier is unskillful or corrupt, 
unless suitable safeguards are prescribed, with adequate exami- 
nation and other supervision to enforce them. Many examples 
of such misconduct could be cited from the records of carriers 
whose unworthy careers are happily over. 

There are, of course, many insurance carriers whose establish- 
ment antedates the practice of any substantial supervision and 
whose records are unsullied by any of these practices. This 
might have been expected, as such abuses naturally lead to 
failure. High ideals of management are a better safeguard 
than state supervision. But in a competitive world high ideals 
sometimes have hard sledding. Honestly conducted carriers 
find in state supervision a considerable measure of defense, even 
though some expense or trouble in making reports and undergoing 
examinations may be involved. 

Publicity Alone Not a Sufficient Safeguard. — It has been noted 
that, prior to the establishment of state insurance departments, 
reliance was placed upon publicity of accounts as a means of 
protecting the public. The establishment of departments 
indicates that publicity alone did not protect. Since publicity 
of accounts has long been the substitute for regulation in Great 
Britain,^ whose insurance institutions are recognized throughout 
the world as of the highest standing, it is well to consider why 
that system will not work well in the United States. 

It should first be noted that, in Great Britain, the manager’s 
fiteedom of judgment in setting up reserves and handling finances 
is accompani«^ by a rigorous enforcement of responsibility for 
the truth of reports filed with the Board of Trade. This is the 

* Under the Winding Up Acts 1933 and 1935 the Board of Trade is given 
power under certain circumstances of investigation to determine solvency. 
This and certain recommendations in July, 1937, of the Committee on 
Compulsory Insurance seem to indicate a trend in British thinking towaixl 
more positive regulation. 
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form of publicity that applies not only to insurance but to all 
corporate enterprises. ^ It does not appear that any such rigid 
enforcement of responsibility for truthfulness in reports was 
characteristic of American practice when publicity was tried as 
a regulator. Perhaps the precariousness of all enterprises in a 
pioneer country, the difficulty of establishing bad faith, and the 
general tendency to view charitably the mistakes of the honestly 
intentioned will explain this laxity. But it seems indisputable 
that strict accountability for untruth in reports is a sine qua non, 
if publicity is to protect. 

In the second place, the difference in temperament of the two 
peoples must be considered. The British are traditionally 
conservative, patiently and painfully investigating before Enter- 
ing into a business transaction, and sticking to established 
connections in the presence of apparently tempting advantages 
in change. The winning of the new continent required the 
American to “take a chance.” If he lost, he charged it up to 
experience and tried again. Time was too precious to waste 
in trying to understand the details of an intricate balance sheet, 
and it was too costly to employ an expert to do it for him. This 
era in American business is perhaps, with increasing integration, 
passing, but that it has not passed in personal practice is evi- 
denced by the 1929 speculative inflation of market prices for 
stocks of enterprises whose managers had warned that the price 
was beyond the actual value. In the meantime the policy of 
state regulation and supervision has become so well established 
that a change in business practices would hardly cause its 
abandonment. 

Insurance Not Subject to Exclusive Federal Control. — Before 
the systems of supervision of insurance by the several states 
had become as elaborate as they now have, and when the require- 
ment of licenses was primarily for the purpose of state revenue, 
a case* arising out of refusal of an agent of a New York company 
to procure a license in Virginia was carried to the United States 
Supreme Court. It was contended that the requirement was 

‘ Ten Eyck, Andrew, “Some Precedents in British Law and Practice 
for Safeguarding Securities,” Harvard Business Review, Vol. II, pp. 385ff., 
especially 387. 

* Paul V. Virginia, 8 Wall. 168. 
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in contravention of two clauses of the Federal Constitution, one 
giving the citizens of each state all the privileges and immunities 
of citizens in the several states, and the other protecting inter- 
state commerce from state interference. It was held that 
corporations are not citizens within the meaning of the first 
clause, and that insurance is not commerce within the meaning 
of the second. 

This doctrine was upheld in a number of other cases, the latest 
in 1913. In 1942 the South-Eastern Underwriters Association, 
a fire-insurance rate-making body, its member companies, and 
many individuals connected with it were indicted for violation of 
the Sherman Antitrust Act. The trial court sustained a demurrer 
based on the previous decisions of the Supreme Court, and the 
government carried the case to the Supreme Court. Two of 
the justices of the Supreme Court disqualified themselves. Of the 
remaining seven, four held the indictment valid and specifically 
held that insurance is commerce and that, when it crosses state 
lines, it is interstate commerce. Three justices dissented in 
vigorous language. ‘ There was considerable criticism of the 
overthrow of a doctrine of such long standing by less than a 
maj ority of the entire court. The court, however, denied a rehear- 
ing. The government later quashed the criminal proceedings. 

Leaders in Congress promptly denied that it was the intent of 
the federal government to overthrow the established system of 
state supervision but insisted that the states must actively super- 
vise and not passively ignore intercompany agreements that might 
unfairly restrain competition. The insurance business was 
generally in favor of continuance of the state system of regulation. 
Early in 1945, Congress passed Public Law 15* which reads as 
follows: 

S/s it enaded, etc., That the Congress hereby declares that the con- 
tinued regulation and taxation by the several States of the business of 
insurance is in tfi^ public interest, and that silence on the part of the 


* For the majority and dissenting opinions see United States v. South- 
Eastern Underwriters Association, et at., 322 U. S. 533 (1944). For a dis- 
cussion of the case and its effects see E. W. Sawyer, "Insurance as Interstate 
Commerce.” 

’ Approved Mar. 9, 1945. 
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Congress shall not be construed to impose any barrier to the regulation 
or taxation of such business by the several States. 

Sec. 2. (a) The business of insurance, and every person engaged 

therein, shall be subject to the laws of the several States which relate to 
the regulation or taxation of such business. 

(b) No act of Congress shall be construed to invalidate, impair, or 
supersede any law enacted by any State for the purpose of regulating 
the business of insurance, or which imposes a fee or tax upon such busi- 
ness, unless such act specifically relates to the business of insurance: 
Provided, That after January 1, 1948, the act of July 2, 1890, as amended, 
known as the Sherman Act, and the act of October 15, 1914, as amended, 
known as the Clayton Act, and the act of September 26, 1914, known as 
the Federal Trade Commission Act, as amended, shall be applicable to 
the business of insurance to the extent that such business is not regulated 
by State law. 

Sec. 3. (a) Until January 1 , 1 948, the act of July 2, 1 890, as amended, 

known as the Sherman Act, and the act of October 15, 1914, as amended, 
known as the Clayton Act, and the act of September 26, 1914, known as 
the Federal Trade Commission Act, as amended, and the act of June 19, 
1936, known as the Robinson-Patman Anti-discrimination Act, shall 
not apply to the business of insurance or to acts in the conduct thereof. 

(b) Nothing contained in this act shall render the said Sherman Act 
inapplicable to any agreement to boycott, coerce, or intimidate, or act of 
boycott, coercion, or intimidation. 

Sec. 4. Nothing contained in this act shall be construed to affect in 
any manner the application to the business of insurance of the act of 
July 5, 1935, as amended, known as the National Labor Relations Act, 
or the act of June 25, 1938, as amended, known as the Fair Labor Stand- 
ards Act of 1938, or the act of June 5, 1920, known, as the Merchant 
Marine Act of 1920. 

Sec. 5. As used in this act, the term State includes the several States, 
Alaska, Hawaii, Puerto Rico, and the District of Columbia. 

Sec. 6. If any provision of this act, or the application of such provi- 
sion to any person or circumstances, shall be held invalid, the remainder 
of the act, and the application of such provision to persons or circum- 
stances other than those as to which it is held invalid, shall not be 
affected. 

Bills were introduced at the 1945 sessions of many state legisla- 
tures attempting to meet some of the conditions of this law. In 
most states the bills were rejected because they were not satisfac- 
tory to all interests involved. Committees of the National 
Association of Insurance Commissioners and of various groups of 
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insurance carriers are still working in the hope that such legisla- 
tion as is imperative may be passed in all states before Jan. 1, 
1948. In the meantime, because of the moratorium provided 
by section 3a of Public Law 15, state supervision remains practi- 
cally as it was before the Supreme Court decision, though some 
state tax statutes and other laws that were thought to discrimi- 
nate against carriers domiciled in other states have been amended 
or repealed. In October, 1945, the Supreme Court accepted an 
appeal from a criminal conviction in California in which the 
constitutionality of the statute of that state as to surplus line 
brokers is challenged on the basis of the S.E.U.A. decision. 
Further litigation may be expected. 

Begin nin g of Separate Insurance Departments — Elizur Wright. 
The beginning of the modern type of supervision is usually asso- 
ciated with the appointment, in 1858, of Elizur Wright as one of 
the two insurance commissioners of Massachusetts. Prior to 
that time, Massachusetts had tried the ex officio board, and for 3 
years a per diem board, but, in 1858, changed to two full-time 
salaried commissioners. New York, in the next year, established 
its separate insurance department, presided over by a superintend- 
ent, whose position is now the most important and influential in 
the field of insurance supervision, although the traditions and 
standards of the Massachusetts department give it very high 
standing. 

Elizur Wright and Geo. W. Sargent were insurance commis- 
sioners of Massachusetts for 8 years, but Wright was the domi- 
nating personality. Their reports, especially those dealing with 
life insurance, may properly be called classics, not alone for their 
clear exposition of the important problems of the day and of the 
fundamentals of life insurance, but also for the vigor of their style 
and the firmness with which abuses were denounced and remedies 
prdposed. Any student of life insurance or government super- 
vision of corpoi^te activity will be well repaid for the time spent 
in reading them. 

Wright had succeeded in having passed, effective concurrently 
with the law establishing the department, a statute requiring 
life-insurance companies to report the particulars necessary for 
a determination of the reserve on a net-premium basis, and 
requiring the commissioners to calculate the reserve, allowing 
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them to determine the mortality table and rate of interest for 
this purpose. The application of this test showed one prominent 
British company to be insolvent. In the controversy that 
followed, the company employed eminent actuarial and mathe- 
matical talent in its defense. But Wright, with the support of 
the better American companies, exposed the fallacy of its 
position. From this beginning has developed the present require- 
ment in all states of net-premium reserves (though with some 
modification to meet changed conditions in regard to expense) 
as a test of solvency for life-insurance companies. 

Wright also secured the passage, in 1861, of the Massachusetts 
nonforfeiture law, which requires life-insurance companies to 
grant surrender values based on the policy’s reserve in event of 
lapse, a requirement which has also become universal.^ 

Other contributions of this great reformer were the precedent 
of published reports containing the financial statements of the 
companies and illuminating comments on conditions in the busi- 
ness, and the example of a vigorous administratidn of the office 
of insurance commissioner. 

National Association of Insurance Commissioners. — Follow- 
ing the precedents in New York and Massachusetts, separate 
insurance departments were established in several of the states 
during the next decade. With the institution of something more 
than merely formal supervision in these states, conference 
between commissioners became essential to prevent conflict 
in requirements and needless confusion. Cooperation became 
especially important as means of communication improved and 
companies extended their business over several states. In 
1871, the National Convention (now Association) of Insurance 
Commissioners was formed, and it has met at least annually 
since that time. This is an extralegal conference composed of 
the insurance commissioners (or corresponding officials) of all 
states. 

Although there is still great diversity in the insurance codes of 
the several states, the convention has done much in promoting 
uniformity in special laws** that have been recommended by it to 

1 See Chap. X. 

* E.g., the law providing for standard provisions in accident-and-health 
policies, and the uniform fraternal-insurance law. 
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deal with particular problems, and unity of action in examinations. 
Its greatest work has probably been in securing uniformity 
in the forms in which reports and financial statements arc 
required. 

Life Insurance Investigation of 1906-1906. — During the lattei 
part of the nineteenth century certain of the large life-insurance 
companies, particularly those of New York City, were issuing 
tontine or deferred-dividend policies under which no dividendf. 
(refunds of excess of premium charged over the cost of insurance) 
were paid until after a certain time (usually 20 years) from the 
issue of the policy. The total fund, including the shares of those 
who had lapsed or died, and in the earlier forms including the 
reserves on the policies of those who lapsed, ‘ was then to be divided 
among the survivors. This appealed to the gambling instinct, 
and the policies were sold as investments as much as, or more 
than, they were as insurance contracts. 

No accounting being called for during the tontine period, huge 
sums were left in the hands of the companies, for which, for the 
time being, they were accountable to no one. This led to a 
race for size, the use of high-pressure sales methods, extrava- 
gant commissions, and frequent misrepresentation. Some of the 
weaker companies, trying to meet this competition without such 
huge funds, became involved and kept up a fictitious appear ance 
of solvency by devious means. Some of the insurance commis- 
sioners were bribed, and others fended off in various ways. 
“Strike” bills against life insurance were introduced in legisla- 
tures, and bribery of legislators was concealed as legal fees. The 
officers of some of the companies participated in underwriting 
syndicates for floating securities, selling a large part of the 
securities to their companies and reaping substantial profits. 
In some companies, sinecure jobs were provided for relatives of 
officials, or lucrative agency contracts were given them. 

A quarrel among the interests in control of one company 
attained sucR»public notice as to bring on an investigation by a 
committee of the New York Legislature, under the chairmanship 
of Senator Armstrong, and with Charles E. Hughes as counsel. 
The abuses just noted were disclosed by that investigation. As a 

^ Special agreements were signed waiving the statutory nonforfeiture 
provisions until this was forbidden. 
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consequence, the regulation of life insurance in New York, and in 
many other states, was made much stricter, and the personnel 
of the insurance departments reorganized and strengthened. 

Among the new requirements of life-insurance companies in 
New York was inclusion of the proceedings of each company’s 
annual meeting in the annual report to the department. The 
names of all officers, and of others receiving more than $5,000, 
except in payment of a policy claim, during the year, the amount 
paid them, and the authority for it, were required to be reported. 
The basis of reserve was modified to meet modern conditions, and 
definite maximum limitations for expense of procuring new busi- 
ness were set. Deferred-dividend policies were forbidden, and 
standard policies were required. Restrictions on investments 
were tightened. A limit was set on the amount of surplus that 
might be accumulated. Some of the regulations were too dras- 
tic, for public opinion was much aroused, and some have been 
since modified, ^ but on the whole the results have been decidely 
beneficial. As bearing on the development of the present form 
of insurance supervision, the result to be noted is a considerable 
increase in statutory requirements and in administrative 
authority. 

Investigation into Accident-and-health Insxtrance in 1910- 

1911. — In the course of an examination by the New York Insur- 
ance Department of a company conducting an accident-and- 
health-insurance business, largely among the poorer classes of 
working people, very reprehensible practices were discovered. 
The matter was so serious that it was taken up with the 
executive committee of the National Convention of Insurance 
Commissioners. 

A committee of this Convention was accordingly appointed which 
made an investigation of fourteen or fifteen companies. Their time 
was limited, since they wished to report to this Convention, but the 
disclosures made by them were shocking in the extreme. Instead of 
basing the adjustment of claims upon equitable principles, some of the 
companies examined resorted to every form of, trickery and deceit and 
even forgery and theft in order to escape their honest obligations. 
This was all the more outrageous in view of the fact that these frauds 

‘ E.g., the substitution of standard-provision requirements for standard 
forms. 
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were perpetrated upon the poorer classes who, in the very nature of 
things, should be given every possible protection.* 

The action of the Convention, and of most of the individual 
commissioners, was vigorous, and the permanent result was the 
enactment in most states of a uniform law providing for standard 
provisions in personal-accident and health-insurance policy forms, 
and the prohibition of the use of any such form until it had been 
submitted to, and approved by, the insurance commissioner. 

Fire Insurance Rates and the Merritt Committee Investigation 
of 1910-1911. — ^Prior to 1909, insurance commissioners had no 
power to regulate or to make rates. The theory in most states 
was that competition was the proper regulator of prices and that 
free and open competition should be allowed, and even forced, 
to function. Three types of laws are indicated by this theory as 
necessary and desirable: 

1. A law against combinations for control of rates, known as an anti- 
compcuA law. 

2. A law forbidding unfair discrimination in rates, known as an antidis- 
crimination law. 

3. A law forbidding division of an agent’s commission with the insured, 
or giving the latter any other special consideration or gift, known as an 
antirebate law. 

Laws of each type have been enacted in nearly all the states 
and still appear on the books of some, but those of the first type 
are gradually being displaced by laws providing for positive 
regulation, as it has come to be realized that combination of 
experience is necessary to sound rate making. Kansas, in 1909, 
passed a law requiring the filing of fire-insurance rates with the 
Superintendent of Insurance, and giving him a veto power on 
rates as filed. The constitutionality of this statute was tested 
in the United States Supreme Court, in connection with his 
f^rst act under that law, and was sustained.* Several states have 
followed this lead, Texas going so far as to vest in a board, of 
which the Insurance Commissioner is an ex officio member, the 
actual making of rates for fire insurance. 

* From presidential addresses of F. W. Potter, Superintendent of Insur- 
ance of Illinois, opening 42nd Session, National Convention of Insurance 
Commissioners, at Milwaukee, Wis., Aug. 22, 1911. Proceedings of the 
National Convention of Insurance Commissioners, 1911, Vol. I, p. 14. 

* German Alliarux v. Lewis, 233 U. S. 389 (1914). 
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Criticism of fire-insurance rates in New York led, in 1910, to 
the appointment of a legislative investigating committee under 
the chairmanship of Senator Merritt. Their report contained an 
excellent discussion of the problem of fire-insurance rates, 
including the problems of fire prevention as affected by insurance 
rates, and of the relation to rates of the ratio of insurance to 
value and the coinsurance principle. Their recommendations, as 
embodied in the New York law, have become a precedent for 
several states. Under this system, a carrier is permitted to 
belong to or subscribe to a rating organization for every district 
in which it operates in the state, and to adhere to its rates, or to 
file its own rates and adhere to them. The Superintendent 
supervises these organizations to prevent unfair rates and must 
examine them periodically. 

Workmen’s Compensation and Other Casualty Lines and 
Limitation of Expense. — When the New York workmen’s com- 
pensation law was under consideration, and a strong effort was 
being made to make the insurance under it a state monoply, the 
then Superintendent of Insurance, Hon. W. Temple Emmett, 
realizing that, if private insurance carriers were to be allowed to 
write this insurance at all, they must keep expenses within a much 
narrower margin than was the practice for employers’ liability 
insurance, called a conference of company executives and secured 
a general agreement to restrict acquisition cost to 17)4 per cent 
of the gross premiums, with modifications for states where con- 
ditions appeared to require higher expense. 

When the Massachusetts workmen’s compensation law became 
effective, a concurrent law required that rates be approved for 
adequacy^ by the Insurance Commissioner. The then Commis- 
sioner, Hon. Frank H. Hardison, took the position that the rate 
could not be approved as adequate unless there was assurance 
that expense, which is in the control of the carriers, be kept 
within the margin provided for it. Acquisition expense is the 
one most likely to be driven beyond bounds by competition, and 
the commissioner required a signed agreement from each carrier 
that such expense would be kept within a limit at 17)4 per cent 
and required a special supporting report at the end of the year. 

* The interest of the workers demands extra precautions against insol- 
vency. 
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This precedent has been generally followed where workmen’s 
compensation-insurance rates are subject to the approval of the 
insurance commissioner. 

After some experimenting with the approval of special rates 
for concerns whose plants were in unusually safe condition as cer- 
tified by his inspector, the Massachusetts Commissioner approved 
general plans of schedule and experience rating, provided the com- 
panies formed an administrative bureau for their nondiscrimi- 
natory application. This precedent has also been followed in 
several states. Membership in bureaus subject to departmental 
supervision and control is required. The bureaus compute from 
data supplied by the carriers the proper experience modification 
for each risk and promulgate the classifications and rates under 
which it is to be Avritten. The carriers are required to send 
to the bureau copies of daily reports, which are then checked for 
accuracy of classification and rate. 

In 1921 the New York Legislature appointed a committee 
under the chairmanship of Senator Lockwood to investigate the 
reasons for the shortage of housing in New York City, and to 
propose remedies therefor. It was argued before that committee 
that unfair and excessive rates for surety bonds and liability 
insurance on building construction and apartment-house opera- 
tion unduly increased the cost of providing housing facilities. 
The committee recommended that the Superintendent of Insur- 
ance be given similar supervision over rates for practically all 
forms of casualty insurance as he then had over workmen’s com- 
pensation insurance. Such legislation was passed in 1922. This 
precedent has not been followed in other states. Supervision of 
these rates is a most difficult task, because it involves regulation 
of expense as the major problem. The expense problem is inti- 
mately associated with agency-organization plans and nationwide 
cpmpetition. Since not all carriers do business in New York, 
some of thoso^which are entered in that state meet in competition, 
outside of New' York, companies over which the New York Super- 
intendent has no jurisdiction. As the other commissioners have 
no jurisdiction over the problem, it would be difficult, if not 
impossible, to force such companies to conform to rules developed 
for companies operating in New York, and they would have a 
competitive advantage in the acquisition of business. 
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Necessary Regulation. — After reviewing in this necessarily 
brief way the development of state supervision and regulation, 
it is pertinent to consider how far such regulation is necessary. 

In the present state of affairs, with the precedent of supervision 
of banks and other financial institutions, it requires little or no 
argument to reach the conclusion that most persons would 
consider the supervision of investments and finances, with a 
view to assuring solvency, highly necessary. Even the best 
supervision has not prevented all failures or frauds, and it has 
probably led to a false sense of security in some cases, but on the 
whole it has served well. The first reason for supervision, the 
complexity of modern economic life, seems to be determinative 
on this point. 

It will probably also be generally conceded that regulation 
of policy forms is equally necessary. This is closely analogous 
in principle to our modern pure-food laws. The highest ethical 
standards demand fair contracts as they do pure foods. But 
both cost more than the spurious or adulterated article, and the 
latter may therefore be sold at a lower price. With something 
that we can inspect before we buy, as clothing or automobiles, the 
rule of caveat emptor may still apply. But when it takes a legal 
training or a chemical analysis to determine the false from the 
true, we need state supervision to safeguard true thrift. 

Fair treatment and the absence of unfair discrimination also 
may well need to be assured to all and, if it takes state super- 
vision, as apparently it does, to give that assurance, the necessity 
of such supervision and regulation may be conceded. 

Since access of the public to insurance carriers is almost exclu- 
sively through agents and brokers, it also appears desirable and 
probably necessary that there should be regulations to prevent 
incompetent and untrustworthy persons from acting in such 
capacity. The public may also be victimized if incompetent or 
untrustworthy persons are permitted to act as public adjusters. 
Most states now require that candidates for licenses to act in 
these capacities give evidence, usually by passing examinations, 
of competence and have no evidence of dishonest action in the 
past upon their records. The standards of required competence 
have been steadily rising during the past decade. 

As to other matters the necessity is not apparent. Excessive 
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expense is a relative term and, although economical administra- 
tion of the insurance business is desirable, it is not so necessary 
that it alone would justify state intervention. The same may be 
said of rates. 

Desirable Regulation. — Is regulation of rates and expenses 
desirable? 

As to expense, the answer would appear to be affirmative, at 
least as to the setting of maximum limits. It has already been 
pointed out that, as in many other industries, competition 
tends to increase selling costs, rather than to bring lower prices. 
Expenses may so trench upon income as to endanger solvency, 
and excessive commission allowances tend to encourage secret 
rebating and other unfair practices. 

In favor of rate regulation are 

1. The practical assurance of fair and equitable treatment to 
all in the matter of cost; and apparently 

2. The assurance of a scale of rates that, with a fair selection 
of risks and reasonably economical administration of expenses, 
will go far to assure the solvency of carriers. 

Against it are 

1. The fact that, provided the expense is kept within the maxi- 
mum limit, there is no competitive advantage to the joint-stock 
carrier which is successful in bringing its expense below the aver- 
age. It is unfairly handicapped in competition with a mutual 
insurance carrier in which expense has been kept low, since that 
low expense may be reflected in its dividend rate. 

2. The tendency to rigidity in forms and rate structure, partic- 
ularly of classification systems and rating schedules, under 
bureaucratic domination.^ This checks flexibility to meet chang- 
ing conditions. 

3. The probability of decisions being based on considerations 
of political expediency rather than equity. 

4. The geijeral arbitrariness of bureaucratic administrators 
with pride of power. 

State vs. Federal Regulation. — Since the decision of the United 
States Supreme Court holding that insurance is commerce, with 

^ This tendency has been manifest also in carrier-controlled bureaus and 
has been the reason for revolt from time to time of strong carriers with 
executives of aggressive personality. 
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the implied threat of federal regulation replacing that of the 
states and the attempts of states that have not heretofore exer- 
cised rate control to pass legislation providing for it, these points 
have been much emphasized. The consensus in the business 
seems to favor state (local) regulation rather than federal on the 
grounds that, 

1. Conditions affecting risks in all fields vary widely from sec- 
tion to section. 

2. Local authorities are familiar with local conditions and will 
recognize their importance more readily than the more remote 
federal authority in Washington. Thus local regulation will 
bring about greater equity than will central regulation. 

3. The federal bureaucracy under civil-service tenure tends to 
be more rigid and arbitrary than does that of the states, while 
such uniformity as is desirable can be obtained through the con- 
ferences of the local authorities in the National Association of 
Insurance Commissioners. 

4. Pressure groups can maintain more effective lobbies in a 
single center at Washington than they can in each of the several 
states. 

6. Supervision of rating bureaus is preferable to direct govern- 
mental rate making. 

It is urged, however, in favor of federal regulation that 

1. Not\vithstanding Public Law 15 there remain certain aspects 
of the insurance business which are now regulated by federal stat- 
ute,* and certain aspects as to which there is doubt whether the 
state police power or federal regulations apply. If there were 
exclusive federal regulation, the uncertainty as to overlap would 
not exist. 

2. If there were exclusive federal regulation, there would be 
much less burden on the carriers by way of reports and other 
duties in complying with state laws. 

3. Conflicts in rulings on the same subject matter® would be 
less likely to arise. 

4. Examination procedure would be simplified and more uni- 
form, though much has been accomplished toward that end by the 

‘ E.g., relations with employees are subject to the Labor Relations 
Act. 

* E.g., the approval of policy forms. 
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zone system of examination under the supervision of the National 
Association of Insurance Commissioners. 

5. Certain aspects of rate making are national in scope.' 

6. Many insureds have locations and operations in several 
states and desire coverage of them in single policies and merit 
rates, based on their combined risks. This is difficult to accom- 
plish under state regulation. 

7. It is desirable that there be considerable flexibility in insur- 
ance forms and practices to meet the needs of business under 
changing economic conditions. The system of state regulation, 
requiring in some cases the approval of more than one state 
authority, imposes considerable rigidity that some feel would be 
less under federal control. 

The regulation of insurance investments by the states has been 
on the negative side, that is, there has been prohibition of invest- 
ment in securities not deemed eminently safe, but no compulsion 
that investments be diverted to uses approved by the state policy. 
During the T.N.E.C. hearings there was considerable emphasis 
on the proposition that the country needed more venture capital, 
especially for the benefit of small business. It was intimated 
that the huge accumulations of the insurance business, particu- 
larly the life-insurance business, and the conservatism of its 
investment policies tended to restrict the amount of venture 
capital. It seems to the writer that this has led some conserva- 
tive insurance executives to fear federal regulation, lest theorists 
coming into federal bureaus in a liberal administration might 
attempt to improve the opportunities of small business by com- 
pelling insurance investments to flow into channels which these 
executives felt unsuited for trustee funds. Of course. Congres- 
sional action would be necessary. But they would have to oppose 
before Congress the recommendations of the government bureau 
S,nd might easily be placed in an embarrassing position. 

SUMMARY 

1. The business of insurance in the United States is naturally 
subject to much governmental regulation. 

* E.g., the risk of conflagration losses in fire insurance should be spread 
nationwide. 
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2. Marine insurance' as conducted in medieval Europe was 
subject to extensive governmental regulation, which looked to the 
forms of contracts to rates and practices, rather than to solvency 
of the underwriters. 

3. Early British insurance, being conducted largely by resi- 
dent foreigners, was regulated by trade customs and agreements, 
and in conseriuence there was practically no governmental regula- 
tion. There was also practically no governmental regulation of 
insurance in the American colonies. 

4. The earliest regulation of insurance in the United States was 
through the charters of the companies granted by special statutes. 

5. The securing of licenses and the filing of reports were first 
required as a basis for taxation. 

6. General incorporation laws provided for some regulation of 
investments and for the filing of certain reports. 

7. As abuses occurred in the practice of insurance, extension 
of regulation to prevent them was a natural consequence. 

8. The more common types of abuses have been 

a. Use of improper policy forms. 

b. Failure to live up to contracts. 

c. Unfair discrimination. 

d. Failure to make adequate financial provision for meeting 
losses. 

e. Unwise and speculative investments, and graft. 

9. Publicity alone has not proved a sufficient safeguard in 
the United States, though more effective in Great Britain. 
Differences in temperament and other conditions account for 
this situation. 

10. Insurance is subject to control by the federal government, 
but the separate states still exercise control, since the federal 
government has exercised its powers only in a limited way. 

11. The National Convention of Insurance Commissioners 
has been evolved as a means of achieving more or less uniformity 
in the administration of the insurance laws of the several states. 

12. Regulation to assure solvency, proper forms, and fair 
treatment of policyholders is probably necessary. 

13. Regulation to curb expense is probably desirable. 
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14. The desirability of direct rate regulation is open to debate. 
Indirect rate regulation, through regulation of cooperative rate- 
making bodies and publicity of methods, is open to less serious 
objections and has much to commend it. 

15. There is still disagreement as to the respective merits of 
state and federal control as a long-range policy and as to how, if 
at all, major control may be maintained in the states. 
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CHAPTER XXVIII 
METHODS OF STATE SUPERVISION 


In Chap. XXVII the development of state supervision of 
insurance, from the few and desultory regulations in corporate 
charters granted by special acts to the complex and detailed 
practice of today, was briefly traced. In that account the estab- 
lishment of the state insurance department as a separate agency 
was noted. The manner in which that department operates will 
next be discussed. 

Insurance Department. — The head of the department, whether 
called insurance commissioner, superintendent of insurance, or by 
some other title, is usually appointed by the governor for a term 
not exceeding 4 years. Sometimes he is elected, and in a few 
states the office is still a division of that of the auditor or treasurer. 
In the more modem forms of state government on the cabinet 
model, the department is a bureau of the department of finance or 
of corporations. Although some commissioners have been 
reappointed and have served several terms, many have died or 
resigned before the expiration of the first term. Usually the 
appointee has had no previous insurance experience, the law 
generally providing that, during his term of office, he shall not 
have an interest in any company other than as a policyholder. 
Consequently he can usually do little more than take general 
executive charge. The staff of the department, however, is 
usually more permanent, and in the larger departments, such as 
that of New York, contains well-qualified experts whose recom- 
mendations usually govern the policy of the commissioner. 

Incorporation of Companies. — In nearly all states insurance 
companies may be organized in accordance with general statutory 
provisions. Sometimes the articles of incorporation, after being 
filed with the insurance department, become the charter when 
approval is given by the department and other formalities have 
been completed. In other cases the granting of the corporate 
charter is a matter for the secretary of state or the corporation 
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department, and the insurance department does not get jurisdic- 
tion until the organization is completed and the company is 
about to do business. Then it must procure a certificate of 
authority from the insurance commissioner. Before this certifi- 
cate is granted, he usually must satisfy himself that the charter 
papers are correct, that the kinds of business the corporation 
proposes to do are within its corporate powers and the statutory 
limitations, and that it has the required minimum capital 
invested as prescribed by law. This he docs by sending an 
attach^ of his office, known as an “examiner,” to the company’s 
office, to examine its books and records and to verify the posses- 
sion of the assets claimed by actual count of securities, cash, and 
certificates of deposit. Sometimes it is also incumbent upon the 
commissioner to investigate the organization expense, and the 
certificate may not be issued if the expense has exceeded a certain 
proportion of the capital. This is reasonable, for experience 
has shown that excessive organization expense often places such 
a handicap on a company that its future success is highly 
problematical. 

As previously noted, a reciprocal exchange is iiot a corporation. 
It has, however, articles of association and by-laws, and it must 
file these with the insurance commissioner as well as a copy of the 
power of attorney which the subscribers are required to sign when 
applying for insurance. These take the place of the charter of a 
corporate insurer. The attorney in fact must give a surety bond 
to protect subscribers, usually of $50,000, and a copy of this must 
also be filed. 

In the case of a company of another state {a foreign company), 
a certificate of authority is also necessary to transact business 
legally in the state, and its granting is contingent on the same 
ghowing. , Usually, however, the examination will be made by the 
home state’s department, from which it must have previously 
secured its Certificate of authority. Usually, also, some local 
person must be designated by a foreign company as attorney for 
service of process should an action be instituted in the state. 

Alien Corporations. — In all, or nearly all, states an alien corpo- 
ration (a corporation organized under a charter from another 
nation) may not be admitted until it establishes a United States 
branch in one of the states. If it does so and if the branch seeks 
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admission to do business in another state, it is treated as a foreign 
company domiciled in the state in which it is established. The 
alien company must appoint a United States Attorney (not 
necessarily an attorney at law) who is legally its responsible 
representative in the United States, authorized to accept service 
of legal process and responsible for its relations with the super- 
visory authorities. He may or may not be the principal business 
manager of its United States branch. It must also appoint a 
United States trustee (perhaps a trust company) or set of trustees 
who are responsible for the care of the United States assets. It 
must maintain at all times, in the custody of its United States 
trustees, assets in excess of its United States liabilities^ by not 
less than the amount of capital required of a domestic company to 
do the same kind of business. The deed of trust must dedicate 
United States assets exclusively to the protection of contracts 
issued here. If the company fails to maintain its United States 
assets at the required amount, the branch is regarded as insolvent 
and may be treated in the same manner as an insolvent domestic 
company. Profits and surplus funds of the United States branch 
may be remitted to the home office subject, in some states, to the 
approval of the state insurance commissioners. The investments 
of the branch must conform to the laws governing investments of 
domestic companies. In practice, a United States branch of an 
alien company becomes effectively a domestic company. 

Powers of Carriers. — State laws set up in detail classifications 
of kinds of insurance, defining the scope of each class* and specify- 
ing the minimum capital required of a stock corporation to 
permit it to do each class. The laws also specify which classes 
may be done by the same corporation and the capital required for 
the various permitted combinations. The laws of some states 
are so broad that a single corporation may do all classes except 

1 Usually only those arising out of contracts issued in the United States. 
It may have liabilities in the United States under policies issued elsewhere, 
e.g., life-insurance policies whose holders have migrated to the United 
States. With the free migration permitted across the Canadian border it 
would be practically a hopeless task for a Canadian company to keep track 
of such Iwbilities and transfer the records to the United States branch, 
especially as the visit across the border may be temporary and not reported 
to the company. 

’ The Insurance Code of California, for example, sets up 20 classes. 
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Ufe insurance. The tendency now is to broaden the underwriting 
powers of carriers, so that eventually one carrier may be per- 
mitted to cover broadly all an insured's insurance needs except 
life insurance, A carrier doing a life-insurance business may 
usually also write accident and health insurance and sometimes 
liability and workmen's compensation insurance but rarely any 
other lines. It is generally felt that the nature of life insurance 
with its large investments and long-term contracts makes it 
unwise to expose its assets to the risks of other kinds of insurance. 
Abroad, where underwriting powers are generally more liberal 
than here, if a company writes life and other kinds of insurance, 
the life-insurance funds must be kept separate from funds per- 
taining to its other business. The charter of a corporation 
usually specifies the kind of insurance that it may write. The 
various combinations fall into four categories.^ Mainly because 
of these limitations on underwriting powers but also for other 
business reasons, it is now common for fleets of companies to be 
operated under common management or common ownership. 
Sometimes a fire-insurance company will own all* the capital stock 
of a casualty company, or vice versa. For various reasons, a 
company may not be authorized in some states to do all the classes 
of business permitted by its charter. Some companies may elect 
not to exercise all their charter powers for a considerable time, 
building up a business in certain lines before embarking in 
others.* 

The requirements of state laws for the qualification of domestic 
mutual companies vary among the states and by type of insur- 
ance. The limitation of powers as to kinds of insurance is much 
the same as for stock compames. This is true also as to reciprocal 
exchanges. If a foreign mutual applies for admission, the law 
usually requires that it have a surplus over all liabilities at least 

^ See pp. 13<> 140. 

* Except directors’ qualifying shares in states where the laws require 
directors to be stockholders. 

* Some old charters, granted by special legislation before general incorpora- 
tion laws were enacted, permit the corporation to write life insurance as 
well as fire or marine, for both of which they cannot anywhere be licensed. 
Such companies have issued some life-insurance policies in the past, but 
these have now expired and the companies do not exercise their power in 
this field. 
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equal to the capital requirement for a stock company to do the 
same kind of business. 

Agents’ and Brokers’ Licenses. — After a company has procured 
its certificate, it must see that all who represent it as agents in the 
transaction of its business are duly licensed. This is usually 
merely a formality, but in some states there are agents’ qualifim- 
tions laws, under which the insurance department must inquire 
into the qualifications of proposed agents. Suspension or revo- 
cation, and absolute denial of future license, are penalties for 
certain types of misconduct by agents. Usually the extreme 
penalty is only to be invoked for such fraud or embezzlement as 
would constitute a crime. 

The broker also must secure a license each year. Since he is 
a free lance, no company procures his license, and he is held to 
stricter qualifications. 

Until well within the last 20 years the requirements of agents’ 
and brokers’ qualification laws were rather easily met. Generally 
the commissioner was merely required to satisfy himself, upon 
the evidence presented and recorded as to the integrity of the 
applicant, that he was of good reputation, had had experience or 
instruction or within 30 days would be given instruction in the 
kinds of insurance he proposed to write, had not been denied a 
license or had a license revoked; and that he was not applying for 
a license merely to get a rebate, under the guise of a commission, 
on his own insurance or on insurance on property he controls. 

Recently the tendency has been to require more positive 
evidence of real qualification. The following sections of the 
Insurance Code of California are typical of this new movement: 

1661. Each applicant for a license to act as an insurance agent, 
broker, or solicitor, who, at the time of the application, has not within 
two years previous to date of application, held a license to act in any 
one of those three capacities, shall take and pass a qualifying examina- 
tion provided by this article. 

1674. The commissioner shall conduct or arrange for a written 
examination, to be given at least twice a year upon questions, prepared 
by the conunissioner, as to the qualifications of applicants or members 
or officers of applicants to act as insurance agent, broker or solicitor. 

1675. The examinations shall be of sufficient scope to satisfy the 
commissioner that the applicants have sufficient knowledge of, and are 
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reasonably familiar with, the insurance laws of the State and with the 
provisions, terms, and conditions of the insurance that they propose to 
transact, and have a general and fair understanding of the obligations 
and duties of an insurance agent, broker, or solicitor. 

1676. A license shall not be issued under this article to any pei*son 
required to pass an examination, until such examination has been 
passed, but the commissioner may issue to an applicant a certificate of 
convenience, operative for a period not extending beyond six months 
from issuance nor beyond the first day of July next succeeding issuance, 
permitting such applicant to act as agent, broker, or solicitor, as the 
case may be, pending a fulfillment of the examination requirements. 

1677. Failure by an applicant to take the examination within thirty 
days after notification by the commissioner of readiness to hold the 
examination constitutes a failure to fulfill the examination requirements. 
Upon such failure by the holder, all privileges under any certificates of 
convenience shall terminate. In such case return of the application fee 
shall not be made. 

Penalties for Acting without License or Representing Unau- 
thorized Companies. — In nearly all states there are severe penal- 
ties provided for acting as an agent or broker without a license. 
The fines are substantial, and there is frequently an alternative of 
imprisonment at the option of the presiding judge. Usually a 
single offense is sufficient to invoke the penalty. In brief, the law 
makes it unprofitable to act as an insurance agent without a 
license. Licensed agents through their organizations keep tab 
on the licensees, and anyone operating without a license is likely 
to be promptly reported. Consequently it is not often done. 
These conditions make the revocation of license a severe penalty 
for misconduct, since it drives the offender out of business. 

Although there are provisions under which a broker, who has 
complied with certain requirements, may place with unauthor- 
i«ed insurance carriers lines that he is unable to place with those 
authorized, tjjje penalty for representing or placing business with 
an unauthorized carrier is as severe as for operating without a 
license. It might be difficult to reach and impose any penalty 
on a carrier of another state, which defied the local law, but any 
person representing.it within the state may be arrested. Resi- 
dents may be more readily reached, and penalties more surely 
imposed. 

These penal provisions reaching to the individuals give real 
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force and sanction to insurance regulatory laws, and real power to 
commissioners. 

Revocation of Licenses. — From what has just been said, it 
will be apparent that the power to compel obedience to regulation 
rests in the power of refusal, or revocation, of licenses and cer- 
tificates of authority. This power is not often exercised. The 
right to exercise it is usually sufficient to prevent the need. In 
some states the commissioner may refuse or revoke “for good 
cause shown,” though his action is subject to court review. 
In such cases, if it is shown that the commissioner has exercised a 
reasonable discretion for the protection of the public, the courts 
will usually not interfere. 

As to agents and brokers, the law frequently provides that a 
license is not to be granted, if the purpose of the applicant is 
mainly to obtain the commissions on policies issued to cover his 
own risks or those of properties he controls. This would be 
tantamount to a rebate or preferential rate. Revocation is 
ordinarily only possible for essentially fraudulent transactions, 
embezzlement of premiums from either the insured or the com- 
pany, or misrepresentation of policies, or twisting, the inducement 
by misrepresentation to drop one policy in order to take out 
another in a different company, a transaction more frequent 
in life insurance than in any other branch and one which almost 
always results in loss to the insured. 

Refusal of license to a company is always in order if the 
company cannot meet the standards set up in the statute for 
admission to do the kind of business for which the license is 
desired, that is, if the power to do so is not granted under 
its charter or it has not the legal minimum capital. Some- 
times the commissioner may go further and deny the license 
if he believes the company will not be able to operate 
safely. 

Revocation of license is prescribed for violation of some of the 
statutory requirements and is also in order in cases of evident 
insolvency. In most states persistent willful fraud will also 
justify revocation. In some states, e.g., California, the com- 
missioner may suspend the license for 1 year, if he ascertains 
that the company is conducting its business fraudulently, is 
not carrying out its contracts in good faith, or habitually forces 
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the insured to accept less than is due in order to avoid litigation.* 
There is considerable variation in detail in the several states. 
In some the commissioner has more discretion than in others. 
But a resourceful, vigorous commissioner can usually find the 
power to enforce sound practice and good financial condition. 

General Enforcement of Law. — The insurance commissioner 
is charged with the general enforcement of the insurance law, not, 
however, in the sense that the sheriff is so charged. For he has 
no power to arrest and hold, although in some states, in cases of 
probable insolvency, where delay may cause irreparable loss, he 
may seize the assets and books of a company before petitioning 
the court for appointment as conservator. Having taken posses- 
sion, however, he must obtain sanction of the court. ^ Nor is his 
power like that of the district attorney, who personally conducts 
the prosecution of the offender. But he has broad inquisitorial 
powers and usually is required to report his findings of violation 
to the district attorney, or to the attorney general, who then must 
act to bring the offender to trial. 

Assuring Financial Solvency. — The most important function 
of the insurance department is that of assuring, as far as possible, 
the financial solvency of carriers, and particular powers are 
granted in nearly all states for this purpose. These powers fall 
into two closely related groups: (1), the requirement of reports 
and (2), examination. 

Reports . — All companies are required to make annual reports 
of their transactions for the calendar year, and of their financial 
condition as of Dec. 31. Sometimes the statute prescribes the 
form of this report in detail, but the commissioner is usually 
authorized to modify the statutory form. In practice, use is 
generally made of the uniform blank prepared by the Committee 
on Blanks of the National Association of Insurance Commis- 

1 Sec. 704 Insurance Code. 

* See Insurance Code of California, Secs. 1010 to 1012. Sec. 63 of the 
New York Insurance Law is similar in intent. It authorizes the court, upon 
application of the Superintendent setting forth certain grounds, to enjoin 
(without a hearing) the transaction of business. On return of the order 
to show cause, the Superintendent may be authorized to take possession of 
the property and liquidate the business. It is intended that the proceedings 
be brief and summary to permit prompt action in emergencies, such as 
looting by officers. 
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sioners. these blanks do not call for all the information 
required, the commissioner requires supplementary reports. 

These reports show the income and disbursements of the year 
analyzed in great detail by sources, and the assets and liabilities 
summarized by kinds. They are . supported by elaborate 
schedules showing the details of investments at the end of the 
yeaf, and the changes in them during the year. Schedule D, 
which exhibits the stock and bond holdings, is a typical schedule, 
and will serve as an example. It is divided into four parts. 
Part 1 includes, for each block of bonds owned at the end of the 
year, a description, the interest rate and payment dates, maturity 
and options, par value, value at which carried on the books, 
cost, market value (sometimes the amortized value may be 
substituted), interest received during the year, and amount of 
interest due or accrued at the end of the year, as well as the 
adjustment, if any, which was made during the year in the value 
at which it was carried on the books. If amortized values are 
used, other particulars are shown which permit a check of the 
determination of that value. Part 2 includes, as to each block 
of stock owned, a description, the par value, value at Avhich it is 
entered on the books, cost price, market value, dividends received 
during the year, the dividend rate for the last 3 years, year 
acquired, and any adjustments made in the value at which it is 
entered on the books. Part 3 includes, as to each block of bonds 
or stocks acquired during the year, a description, date acquired, 
from whom acquired, cost, par value, and the amount paid for 
accrued interest. Part 4 includes, as to each block of stocks 
or bonds sold, redeemed or otherwise disposed of during the 
year, the description, date sold, name of purchaser, consider- 
ation excluding accrued interest, par value, cost to company 
excluding accrued interest, value carried on books at date of sale, 
any adjustment in that value made since the last report, the 
profit or loss on sale, and the interest or dividends received during 
the year, including the amount received for accrued interest 
when sold. 

These asset schedules show completely the details of the invest- 
ments in hand and, as is evident, much more data which will 
immediately disclose when a company has been speculating 
with, rather than investing, its funds, as well as when an inside 
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ring has been accorded improper profits by selling investments 
to the company, or by buying them from it. The other asset 
schedules are similar in form. Where the liabilities can only be 
estimated, as with claims in process of adjustment, there are 
frequently schedules exhibiting the actual payments during the 
year, and a new estimate of liability compared with the estimate 
of a year ago on the same claims, thus showing up any substan- 
tial inaccuracy. 

There are other schedules of resisted and scaled-down claims, 
and of salvages, which give further light on the liability side of the 
balance sheet, as well as upon the practices of the company in 
treatment of claimants. 

The blank also calls for a gain-and-loss (or underwriting and 
investment) exhibit, tracing the increase or decrease in the 
company’s surplus during the year to its sources in underwriting 
profit or loss, investment return, dividends to stockholdeijs or 
policyholders, etc. 

These schedules and the supplementary data give fairly satis- 
factory material for an audit of the statement and, if it is made 
with care, much skill will have to be exhibited by the company 
oflficials to make a false showing that would not disclose itself on 
such an audit. 

These statements are intended to be carefully audited by the 
insurance commissioner’s office, but in comparatively few states 
is the department sufficiently manned to audit properly all of 
the statements filed with it. An audit is usually made of the 
statements of domestic (home-state) companies and of those about 
which suspicion has been aroused. All statements are, however, 
filed as public documents open to general inspection and are 
scrutinized by representatives of competing companies, who do 
not hesitate to tell of any weakness they find. The commission- 
er’s office frequently gets valuable hints in this way. 

The comAissioner is required to submit an annual report, 
which includes condensed summaries of the statements filed. 
Questions raised by the public after review of these published 
reports will rarely, however, bring a bad situation to attention in 
time to save it. The information in these reports should help the 
public to discriminate somewhat between the strong and weak. 



METHODS OF STATE SUPERVISION 


523 


Investments . — In some states the companies are required to 
report investments made more frequently than once a year, 
and the commissioner is authorized to veto any investment and 
require it to be sold if it is not within the law.^ 

Examinations . — ^Although these statements and reports must 
be made under oath of the companies’ officials and contain inter- 
nal checks, perjuiy and skillful manipulation of accounts are not 
beyond the limits of human weakness and ingenuity. Defects 
of this sort can be caught only by examination of the accounts 
and records of the company; sometimes examination of witnesses 
under oath is required. The commissioner has such power of 
examination and may employ expert assistants to whom he dele- 
gates the power. He may make an examination as often as he 
deems necessary, though he may not use the power arbitrarily or 
oppressively. Revocation of license, with the possibility of 
application for a receiver, may be the penalty for refusal to sub- 
mit to it. In most states, the commissioner is required to 
examine domestic companies at intervals, usually not less often 
than once in 3 years. 

The examination must be private, and usually the com- 
missioner is not authorized to give out the results until the report 
has been submitted to the company, and an opportunity given to 
object to statements and conclusions. However, in emergency 
cases, for the protection of the public he may often act at once, as 
under the California liquidation provision, cited above. Cali- 
fornia also authorizes publication, if the commissioner deems 
it necessary, and prescribes the form.^ The carrier has, of course, 
the right of appeal to the courts if it feels aggrieved, and the 
commissioner, who is under bond, acts rashly at his own peril. 

Independently of revocation or suspension of license, the power 
of examination and of publicity is a strong deterrent weapon in 
the hands of an able commissioner dealing with persons who 
would prey upon the public through the guise of an insurance 
enterprise. It has many times been effectively used, though 
sometimes manipulators have escaped their jhst deserts. 

^ Section 1202, Insurance Code of California. 

* New York Insurance Law, Section 39; California Insurance Code, Sec. 
736. 
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Insolvency— Conservatorship — Rehabilitation. — Usually in the 
liquidation of an insurance carrier there is a very great loss of 
intangible but real values, e.g., the agency organization built up 
at much effort and cost is dissipated. Creditors may fare much 
better if arrangements can be made to conserve and rehabilitate 
the carrier. This was demonstrated in several cases during the 
depression of the thirties. Some states have made definite pro- 
vision for rehabilitation in their statutes. The insurance com- 
missioner is authorized to proceed directly^ to the court in whose 
jurisdiction a carrier is domiciled when he finds, after an exam- 
ination, that a carrier is insolvent^ or in such a condition that 
further transaction of business would be hazardous to its policy- 
holders, or creditors, or to the public, or that its officers have 
committed certain acts defined in the statute. He may so 
report and apply for an order appointing him conservator or the 
equivalent. This appointment vests in him and in his successors 
in office title to all the carrier’s assets and empowers him to carry 
on all or a part of the business. The court must grant the order 
which stays in effect until, on application of the commissioner or 
the carrier, after full hearing, the court finds that the grounds for 
issuing the order did not exist or have been removed and that the 
carrier may properly be permitted to resume title to its property 
and conduct of its business.* 

If at any time, the commissioner concludes that it is futile to try 
to rehabilitate the carrier, he may ask that the conservatorship be 
dissolved and that he be appointed liquidator. If this is done he 
takes the carrier over for liquidation.^ 

The purposes of the conservatorship are 

1. To check destructive forces, perhaps by abandoning some 
parts of the business or by cutting off expensive arrangements, 
wjuch the management was unable or unwilling to do. 

2. To compromise, if possible, with certain creditors or arrange 
to defer their claims. 

' Not as in criminal matters reporting the facts to the prosecuting officers 
for action in their discretion. 

*The statutory definition of insolvency in several, if not most, states 
includes, as one of several possible conditions, impairment of capital beyond 
a fixed per cent, in California, for example, 25 per cent. 

* See Insurance Code of California, Secs. 1010 and 1062. 

* See p. 532. 
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3. To arrange new financing, or 

4. To create a new corporation of similar name in which to 
reinsure satisfactory business and carry on until suitable arrange- 
ments for the other business can be made when the business may 
be reinsured again and the new corporation dissolved, or 

5. To develop some other suitable plan of rehabilitation. 

In the case of at least two large companies which got into such 
difficulties in the thirties that they might otherwise have been 
forced into liquidation, these procedures were successfully used, 
and creditors who compromised or deferred their claims fared 
much better than they would have done had the companies 
been liquidated. 

Supervision of the Treatment of the Public. — In some states 
the insurance commissioner is made the agent through whom 
interested parties may seek information regarding a particular 
insurance policy which they find difficulty in obtaining otherwise. 
For example, under Secs. 12950 to 12955 of the Insurance Code of 
California, on receipt of an affidavit showing that the maker is 
entitled to the benefits of the section and on application for a 
certificate of the facts from the commissioner, he must in turn 
apply to the company and transmit its answer to the applicant. 

In nearly all states complaints against companies may be 
taken before the department. Revocation of license or insol- 
vency proceedings are not generally in order, unless the mistreat- 
ment of claimants is habitual and intentional, but a public 
statement repr imanding a carrier for its treatment of claimants is 
most effective. The carrier has its remedy against arbitrary 
action in a suit for libel, but to win it must be clearly in the right 
and, if there is a doubt as to its good faith, it gets further undesired 
advertising through such a suit itself. Theoretically, the courts 
are the means to which the claimants should resort to enforce their 
rights. Practically, such action is often impossible because of the 
cost. The commissioners may often put such pressure on unfair 
company claim men as to compel at least a compromise. The 
insurance department is in no sense a legal-aid bureau, although 
many state insurance departments maintain complaint bureaus 
and sometimes, when the company’s side is heard and the claimant 
is confronted with it, his own record convinces him that he has 
come to the wrong place, and as prompt a disappearance as 
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possible takes place. The attaches of the office handling com- 
plaints are called upon for the greatest amount of tact and under- 
standing of human nature, as well as firmness in dealing with 
both sides. The greatest amount of this kind of work arises in 
connection with the limited types of personal health and accident 
policies. 

Rate Supervision. — It has been pointed out that the states have 
continually extended their jurisdiction over the rates charged 
for insurance. In some states where there is close supervision, 
or actual rate making by the state, ‘ this work is delegated to a 
board or commission of which the insurance commissioner may or 
may not be a member. In others, the entire work centers in his 
office. In others, again, the insurance commissioner may have 
exclusive jurisdiction over rates for one or more classes of insur- 
ance, jurisdiction over other classes being delegated to another 
body. 

Where the supervision of rates rests in the insurance depart- 
ment, it is usually exercised in one or more separate bureaus of 
the department. The department’s supervision may be in any 
one of three forms, of which the simplest is the maintenance of 
open files of rates as filed by the companies, without power to 
approve, disapprove, or modify. The department is then 
merely an information bureau as to such rates, though usually 
the laws forbid rebates and other unequal application of the rates, 
and if, through inquiries regarding rates, violation of these laws 
is shown, the commissioner must invoke the penalties of the 
laws. 

The next step in supervision, and the latest to be developed, is 
the supervision of rate-making bodies. Practice of such super- 
vision varies greatly but, under the best practice, full details of 
^formulas and methods, and changes in them, are filed with the 
commissioner. His representative scrutinizes rates and methods 
to ascertain whether they are likely to cause unfair discrimination 
between individual risks and classes of risks or to result in inade- 
quate or excessive rate levels. If such results are found to be 
inherent, the matter is taken up with the rating bureau, and it is 
required to modify the method. If the bureau objects, it may 
have a hearing before the commissioner who may modify his 

* E.g., Texas and Oklahoma. 
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ruling if he is satisfied that it was in error. His representative 
may attend committee meetings, though usually such attend- 
ance will be as an observer to ascertain more of the basis for 
proposed action than is shown in the written record. Individual 
files are examined from time to time, and a full examination 
is made at least triennially. This examination does not, like 
that of a company, deal primarily with finances and accounts, 
since the financial condition of the organization is of no great 
moment. It deals rather with the practices in the collection and 
use of data for rate making, and the results attained. The 
reports of these examinations are published and, since any 
criticism of unfair practices would undoubtedly bring adverse 
legislation, this threat serves to hold in check any tendency to 
take unfair advantage. A large part of this kind of supervision is 
concerned with complaints that are made to the department 
from time to time regarding individual rates or classes of rates. 
In these cases the department sees that the complainant is 
advised by the bureau of the make-up of his rates or rate. If the 
bureau has made an error, it will usually correct it without further 
action by the department. If the rate was not due to an error 
in the application of regular methods and the complainant is 
not satisfied with the bureau explanation, the department then 
must review its consideration of the method and, if it is found not 
to operate fairly, to require modification. If the department 
finds no merit in the complaint, it will so advise the complainant. 
The author knows of no appeal having been taken to the courts 
in such a case. 

Approval or disapproval of rates, to be intelligent, must be 
based on statistical data, and underwriting and other evidence 
for the gathering of which few state insurance departments are 
adequately equipped, in either machinery or personnel. In 
practice, therefore, the companies are required to stand the 
expense through a rating bureau. The technique of supervision 
is much the same as in the case just discussed, though with certain 
differences. Here the department representative is always 
present, with voting power on all committees whose decisions 
may affect rates, though he rarely actually votes, preferring to 
leave the department complete freedom at the next stage. He 
does not hesitate to join in the discussion and to indicate dis- 
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agreement while a proposal is in the committee stage, or to 
present definite requirements on certain points. Of course, 
much depends on the personality of the departnjent representa- 
tive and of his chief, the incumbent commissioner. When a 
decision is reached, the proposed action, with a full explanation 
including all supporting statistical data and arguments and a 
proposed effective date, is submitted for formal approval. If 
there is disagreement, the commissioner may call a hearing and 
accept briefs from both sides, before giving or denying approval.* 

Since the commissioner may withdraw approval already given, 
it follows that he may initiate changes, and there are many 
cases oh record where he has done so. Individual complaints 
are handled much as in the case of supervision of bureaus 
without formal responsibility for the rates themselves. Indeed 
the major difference between the two methods of supervision 
lies in the formal submission for approval in advance in the 
latter case, such action not being necessary in the former. 

As indicated in the preceding chapter, approval of rates implies 
that the expense loading is adequate and involves the enforce- 
ment of expense limitation. In at least one case the companies 
were required to form their own organization for forcing such 
limi tation.^ Special reports are also required to ascertain that 
these limitations have been observed and what the actual expense 
has been.® 

Supervision of Policy Forms. — The supervision of policy forms 
involves no special problems of machinery or technique. The 
major problem of the commissioner’s representative in this 
work is matching wits with those (fortunately relatively few) 

* The procedure is characteristic of the supervision of workmen’s-com- 
pensation-insurance rating bureaus. In other fields the control is more 
ren^ote. The department representative does not usually attend com- 
mittee meetings, and the department acts only on matters as they are 
completed and pfbgented for approv^. The rating bureaus covering such 
fields are, however, periodically examined and complaints are investigated 
as they are presented. 

* See Michelbachbr, G. F., “The New Rules Regarding Acquisition and 
Field Supervision C!ost for Casualty Insurance,” Proceedings of the Casualty 
Actuarial Society, Vol. IX, pp. 2A2ff. 

* See Van Tcvl, H. O., “A New Experience Exhibit for Casualty Insur- 
ance Companies,” Proceedings of the CasuaUy Actuarial Society, Vol. X, pp. 
I7ff. 
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who morally have no right to operate an insurance company, 
but who manage to keep just within the law and eternally try to 
find forms which will nominally satisfy the law but which are 
easily misrepresented as more valuable than they actually are. 
Unfortunately, some gentleman of the law can always be found, 
whose moral right to practice his profession is on a plane with 
their own, and who, for a fee, will lend his technical skill to attain 
their malodorous ends. 

As noted in Part II standard-policy forms are required by law 
in some fields and in others the whole form is not standardized, 
but standard provisions are required. Frequently also the laws 
specify the size or character of the type to be used for certain 
provisions. Unless company forms are printed from plates, 
which is not usually the case, approval of each printing or edition 
of a form is necessary to assure compliance. There is thus a 
substantial volume of detail work for which suitable procedures 
must be worked out, and notice of them must be given the carriers 
to keep it running smoothly. Incidentally, no small amount of 
filing space is required. The carriers also at times encounter 
difficulties when two or more departments take divergent views 
with regard to a form intended for general use in several 
states. 

Deposits of Secxirities. — In many states domestic companies 
are required to deposit securities (usually government bonds), 
equal in value to their capital, with the state. An alien company 
is always required so to maintain the deposit capital of its United 
States branch in the state in which it is domiciled. Nearly every 
state requires a deposit of securities or the filing of a surety bond 
or bonds for some one or more purposes, e.g., the California 
requirement relative to workmen’s compensation loss reserves* 
and in the same state the requirement of a bond or deposit to 
secure the payment of taxes. Some states require domestic life- 
insurance companies to deposit securities equal to their total 
reserves. Some states require all foreign companies to make a 
deposit for the protection of their obligations to domestic credi- 

* See p. 23 In. The payment of similar deferred benefits into the fund 
administered by the New York Industrial Board is not a deposit but 
an absolute payment, and the special fund takes over the obligation (see 
p. 531). 
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tors. These deposits are not proportionate to the obligations 
but are fixed amounts. ‘ 

Deposits for special purposes other than the liquidation of 
incurred but deferred liabilities tend to defeat the primary pur- 
pose of insurance, collecting through premiums a fund to meet 
losses wherever they occur. Plarmarked deposits of this kind, 
not for the benefit of all policyholders and not to cover liabilities 
for which a reserve is carried, are usually treated in examining 
companies and auditing statements as nonadmitted assets. 

Deposit requirements arc an annoyance to the carriers for 
several reasons. The scattering of assets over the country out 
of their immediate control requires special records to keep track 
of them and see that interest is collected and properly remitted. 
If for any reason a carrier wishes to dispose of a deposited security, 
it must arrange a substitution, at best an annoyance and perhaps 
a cause of loss because of inability to make prompt delivery. 
There is a chance of loss in transmittal. On an examination of 
the carrier, certificates must be secured from the custodians to 
exhibit to the examiners who cannot include them in their physi- 
cal inspection of securities in the carrier’s safe-deposit box. 
Most state treasurers are bonded, but the bond may not be 
adequate to cover all funds and securities in their custody, so 
that there is a chance of loss from that score. The carriers, 
therefore, prefer to have the law permit a surety bond as an 
alternative. However, even when the law allows that alterna- 
tive, some companies deposit securities. 

Usually the deposit must be in negotiable securities which the 
state authority is authorized to sell if the carrier fails to meet the 
obligations to secure which they are deposited. In the meantime 
they are held in trust and remain the property of the carrier 
whiph is entitled to receive the interest on them. Usually, where 
the law requires a deposit by an insurance carrier for any purpose, 
the deposit passds through the insurance department for check 
before going to the state treasurer. Sometimes, but not usually, 
the insurance commissioner is the custodian. 

* In two states the deposit is only $10,000. This is so ridiculously small 
relative to potential liabilities that it appears to be a carry-over from earlier 
days of small things which has been allowed to remain on the statute books 
through inertia. 
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Workmen’s Compensation Security Ftmds. — The nature of 
workmen’s compensation benefits is such that the state has an 
unusual interest in the assurance of their payment. To this end 
a number of states have had statutory requirements of a surety 
bond or deposit of securities from out-of-state carriers to guaran- 
tee the present value of future payment under awards against 
them for such benefits. During the recent depression some 
companies writing workmen’s compensation insurance were found 
insolvent and the surety of their bond also insolvent, leaving 
beneficiaries unprotected. This led to further pressure for 
restricting the writing of workmen’s compensation insurance to a 
monopolistic state fund.' 

A proposal for a monopolistic fund was vigorously pressed 
before the Legislature of New York in 1935, but an alternative 
was adopted. The carriers are now required to pay the present 
value of all awards for death and permanent total disability into 
a special fund under the control of the Industrial Board. Other 
claims are to be paid direct by the carrier. In order to assure the 
payment of these claims in the event of insolvency, stock and 
mutual carriers are required to make payments into other special 
funds, the Stock Workmen’s Compensation Security Fund and 
the Mutual Workmen’s Compensation Security Fund, for stock 
carriers and mutual carriers respectively, which are administered 
by the Superintendent of Insurance. Since 1935 payments of 1 
per cent of the net premiums written on workmen’s compensation 
insurance in New York have been made into these funds. Each 
fund has reached its contemplated maximum, which is 5 per cent 
of the outstanding New York workmen’s compensation losses of 
its group of carriers. In the case of the stock fund, payments 
have been discontinued, to be resumed whenever the amount of 
the fund falls below the statutory requirement. The mutual 
fund operates on a revolving basis and, having likewise reached 
its contemplated maximum, mutual carriers will continue to 
contribute 1 per cent of current premiums but Avill receive refunds 
of payments made in earlier years. Both funds must be main- 
tained at their maximums, and accumulations must be resumed 
after deficiencies resulting from insolvencies. 

At the present writing similar proposals are under considera- 

1 See p, 303. 
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tion in other states. There seems to be a fair prospect for further 
extension of the system. It has even been suggested by the 
Superintendent of Insurance of New York that the principle 
should be applied to other lines of insurance for the sake of the 
good name and reputation of the insurance business as a whole, 
but this suggestion was not well received. Its critics alleged that 
it would be unfair to the conservative well-managed companies, 
calling upon them to guarantee the contracts of their more 
daring competitors.^ Until rates and practices throughout the 
country are much more carefully standardized than they are at 
present, this argument seems to have merit. There is consider- 
able resemblance between this proposal and the guarantee of bank 
deposits, earlier attempts at which failed.^ Similar funds have 
been set up in some states for automobile-liability insurance. 

Liquidation Bureaus. — Despite the best supervision, some 
rascals will pass the guard, and honest mistakes will happen so 
that failures must be expected. Formerly these cases were put 
through the ordinary receivership procedure. The “winding 
up” was expensive and long drawn out. The experiment of 
giving the commissioner the duty of liquidating insolvent com- 
panies was first tried in New York, and a liquidation bureau was 

1 In 1941 the New York insurance law was amended by adding a provision 
setting up a nonprofit corporation, to be known as “The Life Insurance 
Guaranty Corporation,” composed of the Superintendent of Insurance, 
ex, officio, and one representative from each legal-reserve life-insurance com- 
pany incorporated in New York and licensed on Jan. 1, 1941, Each repre- 
sentative is known as a director. The purpose of the corporation is to 
guarantee the fullfilment of life-insurance contracts issued by the companies 
represented in it. It may reinsure contracts or otherwise act to protect 
them. The directors are authorized to raise by assessment upon the com- 
panies represented, pro rata upon their admitted assets, a guaranty fund 
in the amount deemed necessary for its purpose, not in excess of $25,000,000. 
In 1^42 one of the smaller companies was in financial difficulties by reason 
of shrinkage of real-estate values. The Corporation levied an assessment 
against all the olfter domestic companies, $1,500,000 was paid into the 
Fund, and the Corporation became responsible for the investment of the 
monies. It issued to the insurance company a guarantee that the monies 
would be released if the occasion demanded. The company was then 
allowed to take credit in its annual statement for an amount equal to the 
guarantee. 

* For discussion of these earlier attempts and the present plan of Federal 
Deposit Insurance see pp. 295-297. 
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formed within the department. The results have been so satis- 
factory, both in reduction of time and expanse involved and 
increase in recovery for policyholders, that several states have 
provided for the appointment of the insurance commissioner or 
his representative, as receiver of insolvent insurance companies. 
In general, however, liquidation bureaus are not maintained, 
special representatives being appointed as cases arise. ^ Though 
not quite so effective as a continuous liquidation bureau, yet 
this method has resulted in much saving in comparison with the 
ordinary receivership. 

Extraterritorial Regulation. — Although the laws of each state 
govern the operations within its borders of all carriers admitted 
to do business, they extend to all operations of companies organ- 
ized under them. Thus, the New York law places limitations on 
acquisition expenses of the life-insurance companies of that 
state. These limitations must be observed as to all the business 
of such companies, not merely as to their New York business. 
So also, if the law of any state requires of a mutual company that 
its policy carry a provision relating to the liability of policyholders 
to assessment, all the policies of the company, wherever issued, 
must carry that provision. The standard-policy laws of most 
states permit companies to include such required clauses. 

A company domiciled in a state whose laws provide for limitar 
tion of expense may be at a disadvantage elsewhere where its 
competitors are not so restricted. 

The effect of the application of the state law, on the one hand 
to the operations within its borders of foreign as well as domestic 
carriers, and on the other to all operations of domestic companies, 
gives great scope to the laws of states having large insurable 
risks attracting foreign carriers to operate there and also having 
many domestic carriers doing business over a wide territory.* To 
a considerable extent the entire operations of a foreign carrier 
must compare to the standards of a state to which it is admitted. 

* Lest it be thought that the New York action implies weakness in the 
companies of that state, it should be noted here that the supervision of that 
state is probably the best in the country, and its carriers as good as the best. 
Its siee and commercial importance mean more companies, and even a 
smaller ratio of failures may yet give a large absolute number. 

* E.g,, New York. 
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A strong insurance department in such states has a beneficial 
effect on policyholders’ interests far beyond its borders and sets 
the example for other states. To the extent that in this way it 
reaches into the states having weak laws and poor administration 
it tends to overcome that weakness. 

Reciprocal and Retaliatory Laws. — Some states provide, as to 
taxation and other regulation, for reciprocal requirements and 
restrictions. If, for example, state A having a reciprocal law 
charges no fee for filing an annual statement, but state B charges 
all companies, including its own, $25, then state A would charge 
all companies from state B $25 for that service. 

A retaliatory law is of slightly different form. It provides for 
retaliation only when a regulation is imposed in another state on 
companies of the state having such a law, which is greater than is 
imposed on its own comoanies. If, for example, Texas taxes its 
own companies 2 per cent of their premiums but taxes those of 
other states 4 per cent, then in New York or California, Texas 
companies would bo taxed 2 per cent more than domestic com- 
panies. Retaliatory or reciprocal laAvs are found in the statutes 
of nearly all the states. They constitute a weapon of defense 
against unfair discrimination but may be, and have been, invoked 
by weak commissioners to protect their friends against entirely 
proper regulation. The threat of retaliation, conveyed to the 
companies domiciled in the state proposing to examine or bar 
a company from another state, may cause such pressure to be 
brought on the commissioner as to stop his proposed action. 

Sometimes such laAvs have an effect not contemplated when 
they were passed. In a western state legislature a bill was 
introduced to provide for retirement pensions for firemen by a 
tax on fire-insurance premiums. Presumably to forestall the 
opposition of local companies, it was provided that they should 
be Exempt from the proposed tax. If the bill had passed, the 
burden on thenf of additional tax in other states under reciprocal 
and retaliatory provisions would have been several times the 
proposed local tax. Therefore, the local companies led the fight 
against the bill, which was defeated. 

Since the 1944 decision of the Supreme Court there has been a 
tendency to repeal or modify such laws to avoid the charge that 
the state unfairly discriminates against insurers in interstate 
commerce. 
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TAXATION OF INSURANCE COMPANIES 

The insurance department does not now usually collect all the 
taxes on insurance companies, but does exact fees that are in the 
nature of taxes and generally receives and checks the tax returns 
against other reports, turning them over to other officials for 
the actual levying and collection of taxes. 

Present Taxation. — ^Taxation of insurance companies is a 
much mooted question as to both extent and method. Before 
discussing principles, it is well to note the manner of taxation 
at the present time. The taxes paid to the state fall into several 
categories, such as 

1. Fees paid the insurance departments for company licenses, a direct 
privilege tax. 

2. Fees paid the insurance department for agents’ licenses, an indirect 
privilege tax. 

3. Fees paid local communities for agents’ licenses, and sometimes com- 
pany licenses, an indirect privilege tax which is now not often allowed, the 
state law requiring that its license be accepted as according the privilege of 
operation in all parts of the state. 

4. Fees paid the insurance department for filing statements and papers, 
and for certifying documents, an indirect privilege tax to the extent that 
the law requires the filing, and a service charge in other cases. 

6. Fees paid the office of the Secretary of State for filing documents if 
separate filing is required, an indirect privilege tax. 

6. Expenses paid the insurance depfirtment for examinations, when the 
law requires that the expense of examination be borne by the company 
examined, an indirect privilege tax when the examination is required by law. 

7. Taxes on real and personal property within the state. 

8. A percentage tax (usually about 2 per cent) on premiums collected in 
the state. Sometimes the amount paid under this item is reduced by the 
amount paid under the preceding. 

9. Taxes to the federal government as income taxes. 

Carriers’ Views on Taxation. — Although the maintenance of 
the insurance department is for the protection of the citizens, 
it is of advantage to the good companies because of the protection 
against the unfair competition of the unscrupulous, and the pro- 
tection it affords the business as a whole. Therefore, it is 
deemed just that the companies pay the expense of maintaining 
the department, as one imposed on the state by their existence. 

It is also thought just to tax the proprietary interest in any 
insurance enterprise to the same extent, and in the same manner, 
as the proprietary interest in any other business is taxed. But 
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a premium tax is an indirect tax on policyholders and calls for a 
corresponding loading in the premium. The company is merely 
a reservoir and control system, receiving its funds from the policy- 
holders in premiums and the interest on premiums held in reserve, 
and pa 3 dng them out in losses and the necessary expense of oper- 
ating the system. If the outgo is raised by a new stream to the 
state, the inflow must be correspondingly raised. 

Further, it is alleged, this tax is not only an indirect tax dis- 
criminatorily laid on those who take out insurance, it is a tax on 
thrift, discouraging action which is much for the public benefit, 
since those who protect themselves and their dependents by insur- 
ance are forefending against their later becoming public charges. 
Therefore, it is argued, premium taxes should be abolished. 

At the present time, the fees collected in all states far exceed 
the amount expended in the maintenance of the insurance 
department. Rarely is any tax laid on the proprietary interest 
except the federal taxes and taxes in one or two states which 
do not levy a premium tax on their own companies but tax their 
capital stock. The effect of reciprocal and retaliatory laws is to 
increase further the taxes charged. 

One of the serious complaints of the companies is against the 
inconsistencies in the premium tax. Not only do the rates 
differ from state to state but the bases of the tax also differ. 
For example, some states allow reinsurance premiums paid to 
other companies to be deducted from the gross premiums, but 
require premiums received for reinsurance to be reported for 
taxation. Others do just the reverse. These inconsistencies 
become more burdensome and complicated when reciprocal and 
retaliatory laws also apply. A considerable burden of work and 
expense is imposed on the companies in keeping track of the 
various requirements and arranging their accounts so that they 
maV make the required returns for taxation. 

Contrary Argument. — In answer to the companies’ arguments, 
it is asserted that all taxes are taxes on thrift and that, as evi- 
denced by our tariff laws, our policy has been to favor indirect 
taxation. To the argument that such taxation discourages 
insurance and thus works to public disadvantage, the answer is 
that the premiums any individual pays are small on the whole, 
and the amount of the tax of only 2 per cent is so small that it is 
not noticed, 
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Practical Situation. — ^To the author’s mind the companies’ 
position is logical and sound but cannot be expected to prevail 
in practice, though the state may be induced to spend a larger 
part of the fees charged through the insurance departments 
on the maintenance of those departments and the improvement 
of their service. 

The reasons for the forecast are as follows: 

1. The present premium taxes bring in a large revenue that is 
easily collected at little or no expense. 

2. The complaint against the taxes does not come from the 
voters and therefore carries little weight. 

3. The reduction in insurance I’ates that would follow the 
removal of the tax would be too small to interest policyholders. 

4. The increase in other taxes necessary to replace the revenues 
derived from the taxation of insurance, unless levied on another 
group in a similar indirect way, would bring much stronger 
protest than now arises over insurance taxation 

SUMMARY 

1. The insurance department is usually presided over by an 
elective or appointive official who lays down its general policy 
and is assisted by a more permanent staff in the details of 
administration. 

2. Sometimes the insurance department has charge of the 
granting of corporate charters to insurance carriers. If so, the 
procedure for incorporation is prescribed by statute, and com- 
pliance therewith must be checked before the charter is granted. 

3. Before an insurance carrier may operate in any state, it 
must procure a license, or certificate of authority, from the 
insurance commissioner under the terms prescribed by statute. 
This applies to companies of other states of the United States, 
known technically as “foreign” companies, and of other coun- 
tries, known technically as “alien” companies. 

4. Brokers and agents must procure licenses from the insur- 
ance commissioner. 

5. Under certain limited conditions, brokers may place 
insurance in unauthorized or “unadmitted” companies, but 
otherwise there are severe penalties for representing or placing 
insurance in such companies. Always there are penalties for 
operating without a license. 
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6. Under certain conditions, when the operation of a carrier 
or agent is contrary to public interest, certificates of authority 
and licenses may be refused or revoked. 

7. The insurance commissioner is charged with general obser- 
vation of the conduct of those engaged in the insurance business, 
and prosecution through the district attorney or attorney general 
of violators of the insurance law. 

8. The most important purpose of the insurance department 
is to assure solvency of the carriers, and to that end 

а. They are required to file very complete annual reports 
which are subject to audit in the department and open 
to public inspection. 

б. The commissioner is often given the power to require 
disposal of improper investments. 

c. The commissioner is authorized and required to make 
examinations to verify the statements, and further to 
inform himself and the public. 

9. The insurance department is open to the public who may 
seek its reasonable assistance in adjusting grievances and pro- 
curing fair treatment, though the department has not the func- 
tions of a court or a legal-aid bureau. 

10. Where the commissioner has jurisdiction over rates for 
insurance, an appropriate bureau or division of his ofiice must be 
organized to handle the details. 

11. Often the insurance department has much detail work 
in connection with deposit of securities for the benefit of policy- 
holders. 

12. In 9ome states the liquidation of insolvent companies is 
made a function of the insurance department. 

13. Policyholders of insurance companies are indirectly taxed 
through a variety of methods, which seem to place upon them an 
undue propoftion of the state’s tax burden, but the practical 
situation is such that they are not likely to be relieved therefrom. 
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PaH VI 

INSURANCE IN STATE POLICY 

INTRODUCTION TO PART VI 

The preceding parts of this book (except the discussion of 
workmen’s compensation) have been concerned with the 
institution of insurance as developed by the voluntary action 
of individuals who seek to relieve themselves of risk by trans- 
ferring it to insurance carriers. That such relief from risk 
has been of public benefit is wholly incidental and uninten- 
tional. With such voluntary insurance, a privately con- 
trolled risk carrier is naturally associated, and, as the granting 
of monopoly rights to private enterprises has long since 
passed out of fashion, the further association of competition 
is naturally assumed. Consequently, many of those engaged 
in the insurance business look upon compulsory insurance 
with a monopolistic carrier as inconsistent with sound insur- 
ance principles. 

If a sufficiently large body of similar risks is brought 
together and the nature and degree of risk are approximately 
constant, the law of large numbers will eliminate uncer- 
tainty, the essential element of risk, and produce a fixed, or 
approximately fixed, cost. This law is no respecter of per- 
sons. It operates for the monopolistic state-operated fund 
and the competitive private enterprise without discrimina- 
tion. All that is essential is similarity of the individual risks 
in nature and degree, and the amalgamation of a sufficient 
number. 

Beneficial to public welfare as voluntary insurance by 
individuals seeking to protect their own interest has been, 
there yet remains a heavy social burden due to risks still 
carried by individuals who are not able to carry them without 
thereby creating for the state grave problems of poverty and 
its consequences. Statesmen have seen that these problems 

539 



540 


tmVRANCE 


may be mitigated, if not solved, by application of the insur- 
ance principle; have made its application compulsory as to 
certain risks and classes of society; and have provided, or 
designated, the proper carriers. Extensions of the compul- 
sory principle are under consideration. Part VI is devoted 
to a necessarily brief consideration of these applications, 
and proposed applications, of the insurance principle in state 
policy. To such schemes for solving the problems of disabil- 
ity among the industrial class due to work accidents, sickness, 
invalidity, old age, and unemployment, the general term 
“social insurance" is applied. 

CHAPTER XXIX 

SOCIAL INSURANCE 

In view of the many governments that have adopted, in whole 
or in part, programs of social insurance, the numbers of persons 
brought into the schemes, and the important place that such 
schemes occupy in the social and economic life of these nations, a 
text attempting to set forth fundamental principles of insurance 
and their present-day applications could hardly be regarded as 
complete if it contained no reference to social insurance. On the 
other hand, owing to the differences in social and economic con- 
ditions and background, many important differences are found 
in the details of the schemes adopted in the several countries. 
Adequately to deal in detail with the topic would require a 
substantial book devoted to it alone. It is therefore impossible 
to discuss details within the scope of a single chapter. Nor 
is it important to do so in this book, the primary aim of which is a 
presentation of the application of insurance principles in the 
United States at the present time. It will be sufficient to point 
out the conditions that gave rise to the development of social 
insurance, the ends sought in introducing it, the fields it covers, , 
and the essential differences between its fundamental concepts 
and those underlying the practice of private insurance. 

Poverty Not Always Due to Lack of Thrift. — It has always been 
more or less the fashion to blame the miseries of the poor to a 
large degree on their own lack of thrift, foresight, and discretion. 



SOCIAL INSURANCE 


541 


External evidence has seemed to support this view; large families, 
drunkenness, occasional patent extravagance. It is natural also 
to draw this conclusion, since it flatters the vanity of those who 
have avoided poverty. Further, the rise from dire poverty to 
the highest positions has occurred with sufficient frequency to 
lead many to conclude that any who would could do likewise, and 
that where the person failed the will was lacking. 

But modern science and research have shown the fallacy of this 
complacent view. The “poor whites” of the South may seem 
“jes shif’less” and “no ’count,” but when the hookworm and 
pellagra have been eradicated, they present a different appearance. 
Drunkenness is a sodden vice, but it is not wholly confined to the 
poor and appears more excusable when viewed as the only ready 
escape from the drab monotony of factory and slum. And so, 
within the last half century, the problem has been attacked with 
less censure and more understanding. 

Poverty Often Due to Insurable Contingencies. — Modem 
study and investigation have shown the need of better housing, 
working conditions, and recreation facilities, and have tended to 
bring them about. It has also been shown that much poverty 
and suffering which react to the injury of the public are due to the 
results of contingencies for which those exposed have not made 
adequate provision, either from lack of means or failure to appreci- 
ate the need. These contingencies are those to which all are 
exposed and for which more or less adequate provision is made 
by insurance. They have been indicated in Part I of this book, 
but may well be repeated here. 

1. Premature death of one having dependents: 

o. From occupational accident or disease. 

b. From other accident or disease. 

2. Disablement of a temporary nature but considerable duration: 

a. From occupational accident or disease. 

b. From other accident or disease. 

3. Invalidity (permanent disability) : 

a. From occupational accident .or disease. 

b. From other accident or disease. 

4. Superannuation (unemployability due to age). 

5. Unemployment. 

With the possible exception of unemployment, and probably, 
within reasonable limits and under suitable conditions, even 
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including unemployment, all these contingencies are of such a 
nature that the risk can be eliminated through the application of 
the principle of insurance. 

Why Insurance Is Not Voluntarily Carried. — ^There are many 
reasons why insurance against these risks has not been voluntar- 
ily carried by persons of limited economic resources. Fore- 
most, undoubtedly, is the limitation of income. When every 
penny has to be counted, lest some that will later be required for 
food be spent for unnecessary things, with a still imsettled bal- 
ance at a grocer’s for food during the last shutdown of the mill, 
and with rumors of dull times and another shutdown coming, the 
harrassed housewife can see no possibility of paying out money to 
insure John’s life. “He’s strong and well now, and the boys are 
growing and will soon be able to help should the need arise.’’ 
“He may be killed in an accident? Pray God not, but why go 
hungry now to save possibly having to go hungry later when we 
may not be in need? Besides, the rate is out of reason.” “Yes, 
a few pennies a week for a little insurance money to bury us with. 
We must do that, for we could not think of a county burial, but 
that is hard enough.” Such might be the replies, were the pro- 
posal that voluntary insurance be taken against these contingen- 
cies to be advanced seriously in a laborer’s family. 

Cost of Private Insurance. — Even in the case of a family in 
somewhat better circumstances than those pictured above, and 
with an understanding of the value of insurance, the cost of 
private insurance would be generally considered beyond*reach 
and would unavoidably be very high. For such insurance would 
have to be sold for convenient small payments at short intervals. 
The selling cost would be high, for it would involve door-to-door 
canvass, as in the case of industrial life insurance. The collection 
c^st would be high for the same reason. It coxild hardly be 
handled by mail. The lapse rate would be excessive, as it is in 
industrial life insurance. The class of agents who could be 
employed at necessarily low rates of pay would not thoroughly 
understand or properly explain the contracts and, even if there 
were not downright misrepresentation, there would not be a clear 
understanding of the benefits, with the consequent unallowable 
claim to breed further distrust. The discovery of policy limita- 
tions would tend to discredit the whole institution of insurance. 
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Happily (or perhaps unhappily) it is not necessary to draw on the 
imagination to see this. Actual experience with industrial life 
insurance shows its unavoidably high cost even when ably and 
honestly conducted. Experience with accident and health insur- 
ance for the industrial classes under limited policies has shown 
abuses. The dishonest in that field have at times in the past 
shamefully exploited the workers. 

Cooperative Insurance Not Satisfactory. — Cooj)erative schemes 
have been tried as a means of providing insurance against these 
contingencies. Abroad, some of them have had marked success 
and have been developed into important agencies in the social- 
insurance systems. Some, too, in the United States have an 
honorable record of service. But the life-insurance associations 
have generally failed by reason of their disregard of scientific 
principles, and reliance upon improperly graduated assessments. 
Both with these and with other associations, the need of someone 
to manage the association, and the ability of a glib talker to secure 
proxies and establish control for his oAvn private benefit, have 
often led to a subversion of their real purpose and to such abuse 
as to weaken confidence. 

But the most serious failure of cooperative schemes of insurance 
to meet the needs of the industrial classes is found in the incom- 
pleteness of their coverage, as respects both the proportion of the 
population joining in them and the extent of the risks covered. 
Only the more thrifty, those whose need perhaps is the least, make 
such voluntary provision, and even among these there is a wide 
range of unabsorbed risks left for the individual to carry himself. 

The conclusion seems inescapable that private insurance has 
not functioned so as to furnish to the industrial classes adequate 
coverage against the risks to which they are exposed, and 
probably never can so function. 

Interest and Responsibility of Government. — If one adopts the 
strict doctrine of the laissez-faire philosophy, that in the long run 
natural forces work out their own cures for evils which develop 
and that greater evils will be caused by interference, then all 
this will seem very regrettable, but unavoidable. But in no 
civilized country of the world is that philosophy the governing 
principle. Whatever has been the theory of regulating com- 
mercial enterprise, whenever a public need has arisen which 
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can better, more conveniently, or more justly be met by the 
government than by private enterprise, pressure has been brought 
upon government to meet it. Government has shown an increas- 
ing tendency to do so. Perhaps the earliest function to be so 
taken over Was the coinage of money. But there have been many 
others, the post office, street lighting, water supply, to name but 
a few. 

Is this problem purely a problem of the industrial classes, or is 
it affected with a general public interest? In those countries 
which have adopted social-insurance schemes, the answer has 
been that there is a general public interest warranting govern- 
mental action. Not only has it been felt that there is a sufficient 
interest to justify adoption of the scheme, but the view has been 
that the interest was sufficient to justify financial support of the 
scheme, at least to the extent of liberal appropriation for expenses, 
and generally of contribution toward the benefits. 

What is the nature of that interest? To begin with the most 
mercenary and least humane aspect, the state must bear the 
expense of public poor relief, including the maintenance of alms- 
houses, charity hospitals, and like institutions. Crime is 
closely associated with pauperism; unsanitary and depressing 
surroundings bring other social problems; and the maintenance of 
insane asylums, prisons, and police forces is a public expense. To 
the extent, then, that the elimination of the risks tending to cause 
poverty or pauperism reduces these needs, the government has a 
direct financial interest in promoting that elimination. 

But the government’s interest in the prevention of pauperism 
is broader. Pauperism has been justly characterized as a 
“social disease, radical, contagious, and hereditary. Its ranks 
are continually supplied from above, and every accession suggests 
a possible horde of Ishmaels or Jukes.”^ Although it produces 
directly the monetary costs just noted, by lowering standards it 
tends also to Involve the well-being of society as a whole, 
exposing its members to the danger of epidemics and the violence 
of radical discontent. Just as government furnishes education 
free to all for the benefit of the whole community and considers 
the cost well spent, so it can well afford to encourage and assist 


^ Lewis, Frank W., "State Insurance," p. 17. 
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in the elimination of these risks, because of the benefit that 
accrues to society as a whole. 

Industry Has a Responsibility and an Interest. — As already 
argued in the discussion of workmen’s compensation, the 
employer of the individual worker and the employing class, as a 
class, are felt to have a responsibility to the extent that employ- 
ment may involve risk. This is clear and now recognized at least 
to some extent by all of the United States, as to industrial acci- 
dents and industrial disease. But does the responsibility stop 
there? Is it any less the responsibility of industry that, because 
of the arduousness of his tasks, a worker is no more fit to continue 
work beyond age fifty, than he would be, were he disabled at that 
age by an accident? If the current wage permitted an adequate 
provision for retirement at a reasonable age and the individual 
spent it in riotous living, there would perhaps be no responsibility 
on the employer. But it requires very little calculation or reflec- 
tion to recognize that modern industry does not pay a wage that 
permits such saving. And though disease that may cause inva- 
lidity or death may not be traceable through an unbroken chain 
to the occupation, may it not be found that conditions of employ- 
ment have prevented the building up of physical resistance that 
would have enabled the victm to throw it off? 

Denying wholly for the sake of argument such responsibility, 
does not business have a direct and positive interest in promot- 
ing the elimination of such risks? There is reason to believe 
that it has. Business is always seeking greater economy in pro- 
duction. Alertness and skill of workers protect machinery from 
damage and make for its longer life. They protect materials 
against waste by spoilage and permit faster operation and the 
production of better goods. American industry has been slow 
to recognize these facts, but modem labor management has come 
to a full realization of them. Absence from work due to disease 
forces replacements, permanent or temporary, and lowers 
efficiency. If means can be found, by provision for adequate 
treatment, to shorten the period of illness or prevent it, there 
is clear gain. In general, assurance of reasonable freedom from 
these risks should free the worker from worry and enable him 
to give more undivided attention to his work. 

Along this general line it has been reasoned, in the countries 
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adopting social-insurance systems, that it is proper for both 
industry and the government to share in the cost of providing 
insurance against these contingencies. Experience has shown 
that direct gifts to persons and classes in distress tend to pauper- 
ize. Hence the beneficiaries themselves should not be absolved 
from contribution but should bear their own share of the cost 
of insuring against some, if not all, of these risks.'’ Complete 
insurance against any one of the risks should not be provided, 
since it is important to retain the interest of the individual in 
preventive effort, and also to prevent malingering, an evil which 
seems to have developed under these systems, though to what 
extent it is probably impossible for anyone precisely to estimate. 

Compulsion Essential to Success. — Advertisement of the most 
fantastic scheme of speculative investment will bring plenty of 
responses, often from those on the border line of poverty. But 
a carefully worked-out plan of insurance with substantial govern- 
ment assistance, if offered for voluntary acceptance, will for 
the most part be ignored. The working man hopes for an old 
age of respectable comfort and wishes to provide it. The 
examples of those fortunate few who have struck oil, or otherwise 
rapidly achieved wealth, are so well known that the “get-rich- 
quick” scheme has an alluring pull. But the amount that can 
be provided through the sound scheme seems so pitifully small 
in comparison with its cost that it hardly seems worth the effort. 
Abroad as in America, 

. . . saving is necessary to provide for the rainy day, for loss of earning 
power due to illness or accident or old age, but against these needs is 
the insistent demand of the present for better food, for better living 
conditions, for educational opportunities for children. It is not fixed 
and stationary. It is always expanding.* 

Against this tendency of current expenses to press upon income, fear 

of the future is all too weak a check. The average individual is an 

^ * 

^ Consideration of the question whether and to what extent the employers’ 
or employees’ contributions may be passed on to others through wage and 
price adjustment would require too extensive a digression for this book. 
The careful student should not overlook the possibilities. But, even if the 
burden of contributions is shifted in large part, there may be valid psycho- 
logical reasons for assessing them on each of the groups. Direct contribution 
promotes interest in proper conduct of the plan. 

• Sbaqeb, Henry R., “Social Insurance,” p. 10. 
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optimist. He does not expect to be out of employment, to be ill, to 
be injured in his work, or even to grow too old to work.* 

But if only the provident or pessimistic few take advantage 
of a scheme of insurance, subsidized or not, to provide for these 
risks, the problem remains unsolved. It is the blind optimist who 
creates the problem. Were he alone to be the victim of his 
optimism, and an example to others of its folly, perhaps indi- 
vidualistic indifference to him might be the proper course. But 
he is not alone. His fall carries with him those dependent upon 
him. Even though it is a matter merely of a dependent old age, 
the burden of his dependence may bring down those who, by 
their filial sense or the law’s requirement, are forced to care for 
him. 

Since the aim of social-insurance schemes will be defeated if it is 
left to individuals to take advantage of them voluntarily, com- 
pulsory participation on the part of all eligible is an essential 
part of such schemes. 

Monopolistic Carriers General. — Although the adoption of 
social insurance as a state policy is a definite act of legislation, 
usually there has been more or less preparation in the evolution of 
voluntary and cooperative effort. In individualistic countries 
like the United States and Great Britain, the institutions created 
by these efforts are factors that must be reckoned with, and 
they may have to be made the carriers of some of the risks under 
the social scheme* but, when the government makes any such 
scheme compulsory and requires workers and employers to 
defray a part of the cost, it must see that that cost is kept at a 
mimimum consistent with the benefits granted. Any opening for 
private profit and the expense of competitive selling cost will 
bring severe criticism. Hence the carrier under such a scheme is 
usually monopolistic for its region or industry, if not for the 
nation. 

Collection Costs. — Collection costs must also be minimized, a 
result most easily accomplished by collection through the 
employer, who may deduct the employees’ shares from wages. 

* Ihid., p. 11. 

• Notably the “Friendly Societies’’ under the British National Insurance 
Act. 
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The employer will then give a receipt to his employee, either by 
buying stamps and pasting them on the employee’s card or by 
some other means. 

Definition of Social Insurance. — A sharp definition of social 
insurance as distinguished from private insurance is not easy to 
frame. Most writers on the subject have tended to describe 
schemes and their philosophy in terms similar to the preceding 
paragraphs. Armstrong has defined it in the following language: 

The term Social Insurance has come to have an accepted technical 
significance despite the protests of a certain group of insurance men 
who stoutly maintain that all insurance is social insurance. It signifies 
insurance participated in by the organized community against the 
various contingencies that cut off the worker’s earning power and 
threaten him with economic disaster. These contingencies are sickness 
(including maternity), accident, unemployment, invalidity, super- 
annuation, and premature death.' 

Blanchard goes further. His definition follows: 

Social insurance is any form of insurance in which the government 
goes beyond the regulation of practices and the dissemination of infor- 
mation. It may do so by compelling insurance, by shifting the cost, 
by subsidy, or by becoming itself an insurer. To the extent that it acts 
in any one of these directions, insurance becomes social insurance, and 
I should include within its scope compulsory automobile insurance, 
governmental schemes of war-risk insurance, governmental crop 
insurance, as well as the more commonly recognized workmen’s com- 
pensation, unemployment, old-age, and disability insurances.* 

He might well have included bank-deposit insurance, hail insur- 
ance, and perhaps others. 

A briefer, though less precise definition, but one which empha- 
sises the objective is: “Social insurance is the attempt of govern- 
ment to appV^the principle of insurance to the prevention or 
alleviation of poverty.” W. R. WiUiamson, Actuarial Consult- 
ant of the Social Security Board, has summarized its philosophy 
in the term “social budgeting.”* 

' “Insuring the Essentials,” p. 3. 

* Presidential Address, Proceedings of the Casualty Actuarial Sodety, Vol. 
XXIX, p. 1. 

* Proceedings of the Casualty Actuarial Society, Vol. XXIV, pp. 17 ff. 
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These broader definitions would probably justify giving the 
title Social Insurance to Part VI of this book. The discussion in 
this chapter is confined to the narrower field embraced in Arm- 
strong’s definition which follows the common European concep- 
tion of the meaning of the term. 

The essential features of a complete social-insurance scheme are 

1. Insurance of the industrial classes against the risks of 

a. Death. 

ft. Disability. 

c. Invalidity. 

d. Old age. 

e. Unemployment. 

2. Insurance compulsory on all members of the eligible class. 

3. Sharing of costs in varying degrees, according to the risks covered, 
by the insured workers, the employers, and the government. 

4. Insurance in specially created, or designated, carriers. 

5. A scheme of collection through employers to avoid expense. 

Beginnings of Social Insurance. — The credit of first introducing 
a system of social insurance on a national scale goes to Germany.* 
It is often said that it was introduced by Bismarck as a sop to the 
socialists. But in the author’s opinion this shows a poor under- 
standing of the essential philosophy of the great chancellor. 
A more accurate explanation would seem to run along the 
following lines: Voluntary organizations for furnishing these 
insurances had existed for some time, in some cases nearly a 
century. There was evident need of such service and pressure 
for it. Compulsory insurance seemed inevitable as a part of 
national industrial development. It would tend toward a 
more efficient and contented labor class. For the nation to 
sponsor and control the social insurance scheme was in accord 
with Bismarck’s ideal of a great unified German Empire. It 
was better for him and his party boldly to sponsor it than to have 
it thrust upon them. “This policy was not regarded as a break 
with previous traditions, but was considered rather as a logical 
development of institutions for the care of disabled workmen 
made necessary by the change in conditions brought about by 
modem industrial methods.”* Prior to the passage of the 

‘ See 24th Annual Report of the United Statee Commissioner of Labor, 
Vol. I, p. 977 (1909). 

* Ibid., p. 997. 
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national laws “ . . . many of the local governments throughout 
the country enacted laws requiring specified workers within their 
areas to pay regular contributions to the communal treasury 
from which was paid sickness and accident relief.”^ The system 
was urged on the Reichstag as a duty of the state by a message 
of Emperor William I, on Nov. 7, 1881. It was not all estab- 
lished at once. In fact, the scheme did not include unemploy- 
ment insurance, which was not added until after 1925. The 
other parts were adopted in three laws. The first, passed June 
15, 1883, to come into operation Dec. 1, 1884, provided for sick- 
ness insurance. The second, passed July 6, 1884, effective 
Oct. 1, 1885, established the principle of workmen’s compensation 
for industrial accidents and provided insurance for it. The 
third, passed June 26, 1889, effective Jan. 1, 1891, provided old- 
age and invalidity insurance. All three have been considerably 
amended, but the basic principles have been maintained. 

German Scheme. — For the administration of the law existing 
institutions have been used as far as possible, but each insurance 
carrier has a monopoly of its field. 

The sickness insurance is primarily carried in funds organized 
by communities, though other funds are operated whose mem- 
bership is selected on industrial or occupational lines. In all 
cases the charges differentiate costs according to occupation. 
These funds are mutuals, though restricted by the national 
laws. The employers who contribute to these funds are entitled 
to representation in the annual meeting and on the board, in 
proportion to their contributions, the representation of no one 
employer to exceed one-third of the total. The fund must 
provide the minimum benefits required by law and may provide 
additional benefits, but there are limits beyond which the dues 
may not go, which restrict the additional benefits. 

Two-thirds /)f the cost is borne by the employees and one- 
third by the employers, but the ackness funds provide for the 
first 13 weeks of disability due to an employment accident. 

■The accident insurance (workmen’s compensation) is admin- 
istered by trade associations, each employer being required to 
belong to the association covering Ms industry. The cost is 
borne solely by the employers. But the assessments are not 

» Ibid., p. 978. ' ^ / 
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required to be uniform, each association being permitted to 
establish graduated rates of contribution according to degree 
of risk. 

The old-age and invalidity insurance is provided by “insti- 
tutes,” organized on a territorial basis, which, like the other 
carriers, are self-administering mutual organizations closely 
regulated by the National Insurance Office. Assessments are 
according to wage classes, the employer and employee each 
paying one-half the prescribed rates. The central government 
makes a fixed contribution for each pension in force, provides the 
services of certain officials in administration, and gives free 
postal service. 

These institutes provide pensions for old age and invalidity, 
including permanent sickness and sickness lasting more than 
26 weeks, at this point taking the cases over from the sickness 
fund. There are other benefits in the way of medical and hospital 
services and in some cases refund of contributions, e.g., to depen- 
dents in the case of death. 

As all these institutions (accident, sickness, and invalidity) 
are monopolistic and compulsory, it is not necessary to set aside 
present-value reserves. Only moderate reserves against tem- 
porary fluctuations are set up. As the benefits extend naturally 
over a term of years, the assessment costs have risen with the 
increased age of the system. But as all employers in the same 
industry were similarly affected, it did not place a competitive 
handicap on any one. Ultimately they may be expected to 
reach a stable basis, though naturall 5 '^ war and its consequences 
have caused a postponment of this result. 

The systems are knit together, since a part of the workmen’s 
compensation benefits is provided by the sickness funds, and, a 
part of the sickness benefits by the invalidity institutes, the 
central government closely supervising all. None of these laws 
applied to all classes of people, but much space would be required 
to analyze and explain the details. 

The system described was in operation in the German Empire 
before the , First W orld W ar. An eminent authority stated before 
the Eighth International Congress of Actuaries in London in 1927, 
that, though the war had subjected the institutions to heavy 
strain and the postwar inflation has been a heavier load, the 
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system was substantially unchanged. Legislation has been 
enacted adapting it more closely to current governmental condi- 
tions and adding unemployment insurance.' The National 
Socialist government did not change the outward form of the 
system.® Its status at the present writing is unknown. It 
seems likely that on restoration of orderly government it will be 
rehabilitated. 

The exact model of the German system has not been followed 
elsewhere, though Austria and Russia (before the Revolution) 
followed it quite closely. 

Workmen’s Compensation. — ^The principle of workmen’s 
compensation may be said to have received world-wide accept- 
ance, but with a most varied provision for insurance. As 
adopted in Great Britain, the employer is required to provide 
compensation but, with some exceptions, only his own self-inter- 
est is relied upon to compel insurance. At the other extreme lie 
the American states of Nevada, North Dakota, Oregon, Wash- 
ington, and Wyoming, which have adopted the principle of com- 
pulsory insurance in a monopolisitc state fund.® 

Sickness Insurance. — Compulsory sickness insurance has been 
introduced in many European countries, including Great Britain. 
Owing to the existence of the “friendly societies,” corresponding 
roughly to our life-insurance fraternals, and their close association 
with the labor unions, the most complicated scheme of sickness 
insurance is that adopted in Great Britain in 1911. Contri- 
butions at rates specified in the act are required from the employer 
and the employee to cover seven-ninths of the cost, the govern- 
ment providing the remainder. The split between employer 
and employee varies with the wage, the employee at the lowest 
wage paying the largest percentage. The normal split is four- 
sevenths by the employee and three-sevenths by the employer, 
Contributions^are collected through the employers, who must 

^See Moldenhauer, Paui., “The Development and Basis of Social 
Insurance in Germany,” Transactions, Sth International Congress of Actuaries, 
Vol. I, pp. 206-213. 

*See Atjbin, F., “Die Deutsche Sociolversicherungs,” Transactions, lOth 
International Congress of Actuaries (Rome, 1934), Vol. IV, pp. 92-108. 

*Only in Washington is such insurance compulsory or all employers 
subject to the act. In the other states the Industrial Commission may 
permit self-insurance. 
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buy stamps and attach them to the emploj^ees’ cards. The 
employee is free to join any approved society but, if he is not 
accepted by one, he becomes a “deposit contributor” and is 
entitled to benefits from the post office to the extent provided by 
his own contributions, and by those made in his behalf by the 
government. As the rate of sickness varies with age, and selec- 
tion is possible, actuarially determined present values are an 
essential part of the system, and elaborate accounting is necessary 
between the government and the societies in apportioning among 
them the government’s contribution. As the societies select in 
part on the basis of occupation, some have much better experience 
than others, and are allowed to pay higher benefits. 

Unemployment Insurance. — Concurrently with the intro- 
duction of sickness insurance. Great Britain adopted a system of 
unemployment insurance with an associated system of labor 
exchanges.^ Postwar conditions placed severe strains upon the 
scheme, necessitating extensive assistance from government 
funds to cover the benefits, commonly and derisively called 
“doles.” Since the war, compulsory unemployment insur- 
ance has been adopted in several other countries. Several have 
also provided subsidies for voluntary unemployment insurance 
schemes.* The British system is supported by contributions 
from workers, employers, and the government. It is admin- 
istered by an elaborate form of cooperation between industrial 
associations and the government. 

Old-age Pensions. — In 1908, Great Britain introduced a 
general system of old-age pensions provided by the government 
without an insurance system. Prior to that. New Zealand and 
Australia had introduced such systems, as had Denmark and 
several other countries. These pensions were thought of more as 
modifications of the systems of poor relief than a part of a social- 

* The free labor exchange system was started in 1909, two years before 
unemployment insurance was introduced. This was partly to prepare the 
working machinery and partly to secure data for the unemployment-insur- 
ance plans. 

* Studies and Reports of the International Labor Office, Series C (Employ- 
ment and Unemployment) — No. 10, “Unemployment Insurance — Study of 
Comparative Legislation,” p. 8. 

Also “Unemployment Insurance,” Monograph One, rev. ed. in a Serie$ 
on Social Insurance, Metropolitan Life Insurance Co., February, 1935. 



854 


INSURANCE 


insurance system, but the provision of such benefits in Germany 
shows the close connection. 

Despite the sketchiness of the above accounts, it will probably 
be apparent that the movement to apply the insurance principle 
to the problem of poverty as a matter of state policy has made 
rapid progress since its avowed introduction in Germany in 
the latter part of the last century. It will also be apparent that, 
except in Germany, the schemes were not introduced at one 
time, each as a part of a coordinated whole, but piecemeal as 
conditions emphasized the need, and the time seemed to be ripe. 
This method of introduction has resulted in varying, and some- 
times quite inconsistent, systems of providing for insurance. ^ 

Probably nowhere are the systems inclusive of the entire popu- 
lation. As each measure has been introduced, it has applied to a 
limited group and, by successive amendment, has been extended 
to larger numbers, and the benefits increased. In this respect 
the history of workmen’s compensation in the United States is 
similar. 

DEVELOPMENT OF SOCIAL INSUEANCE IN THE UNITED STATES 

Although farseeing American students of economic and social 
conditions have long been aware of the development of social 
insurance abroad and have urged its adoption here, progress has 
been slow and irregular,and achievement is yet far from complete. 

Influence of the Form of Government. — No small factor in 
slowing up the adoption of such measures here has been the form 
of the government. It was generally held that the powers dele- 
gated to the federal government were not broad enough to 
include general provision of social insurance. So far as the 
power to do so existed it lay in the police powers of the several 
states. Even there the power was not undisputed. Several 
of the early workmen’s compensation laws were held uncon- 
stitutional violating provisions of federal and state constitu- 
tions, notably those forbidding the taking of property without 

An Inter-departmental Committee on Social Insurance and Allied 
Services was appointed by the British ministry in June, 1941 and recom- 
mended in November, 1942, a unified system. See “Social Insurance and 
Allied Services," report by Sir William Beveridge. Legislation along the 
lines recommended has been initiated in Parliament but not yet passed. 
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due process of law.* Later decisions have taken a broader point 
of view. Until the passage of the Social Security Act in 1935, 
federal legislation in this field had been confined to federal 
employees, employees in interstate commerce, maritime workers, 
and the District of Columbia, with some minor instances of grants 
in aid of state measures.® 

Under these circumstances each measure has had to wait 
until the public attitude in an individual state has led its own 
legislature to adopt it. As the number of states adopting a 
particular policy (e.g., workmen’s compensation) has increased, 
the popular demand for similar legislation in other states has 
correspondingly increased and, for reasons to be later explained, 
the opposition has diminished. Furthermore, although provi- 
sions of earlier laws have influenced the form of statutes enacted 
by those states whose action came later, local considerations have 
led to many variations as to the amounts and conditions of 
benefits, the sources of funds from which they are to be paid, and 
administrative procedure. 

Individualism. — ^The highly individualistic attitude of the 
American people is partly a cause of delay. Unless an unsatis- 
factory condition touches the individual in his personal affairs, 
he tends, unless he is something of a philanthropist, to ignore it. 
If a reform tends to restrict his freedom of action or to impose new 
burdens upon him, he is likely to oppose it. This is so even when 
he recognizes that the reform may benefit him if his present status 
remains fixed, for few have heretofore regarded their status as 
fixed. Nearly every person has regarded himself as a potential 
capitalist. Or, if he has given up hope of a higher status for 
himself, he still has believed the door for advance open to his 
children. He has been loath to take any action that might 
impede their advance. Furthermore, since some insurance of the 
type provided by social insurance is bought from private carriers 
by persons who would cease to carry it if it were provided other- 
wise, the insurance carriers and their agents have been found in 

* See,. Ives v. So. Buffalo Ry. Co., 201 N.Y. 271 (1911). 

* In a series of decisions in 1937 the Supreme Court upheld the consti- 
tutionality of the Social Security Act and in general the power of Congress 
to enact such legislation. In one case (Helvering el al. v. Davie, 301 U. S. 
619) it rested the decision squarely on the General Welfare clause. 
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opposition. Even when private insurance has not entered a 
particular field, the fear that government activities might be 
extended beyond that field has led many connected with private 
insurance to oppose the “socialistic tendencies” of proposed 
legislation. When, however, intolerable conditions have been 
clearly brought home, action has sometimes been remarkably 
swift and far-reaching. The first workmen’s compensation law 
to be held constitutional was not passed until 1911. In that 
year, 10 states adopted compensation acts. In the next 2 
years 11 more were passed. By 1920, 45 states and territories 
had adopted the plan. Several of these laws provided for 
monopolistic state funds. There is now only one state without 
a workmen’s compensation law. 

Economic Competition among States a Retardant. — ^The 
several states differ in the extent of their natural resources and in 
the type and degree of industrial development. Despite the 
freedom of migration between states, they differ also in the 
dominant racial stocks and in the traditions and outlook of their 
populations. Some are notably progressive, and others are 
equally notable for their backwardness both in economic develop- 
ment and in social outlook. The more progressive states are 
leaders in the adoption of social legislation. But the regulation 
of commerce between the states is delegated by the Constitution 
to the federal government and, so far as the law can make it so, 
commerce between the states is free and unrestricted. The 
industries of each state are in free and open competition with 
similar industries in the other states, for both domestic and 
foreign markets. If burdens in the form of taxes or other regula- 
tions are imposed upon the industries of one jurisdiction in 
excess of those borne by competing industries domiciled else- 
where, the former are handicapped in the markets of the United 
States and other countries, even in the markets of their home 
state. Indijptrial interests have not been slow to bring this fact 
to the attention of legislators when new social legislation has been 
under consideration. It is strongly urged that leadership in such 
matters may be purchased at too high a price. There are even 
threats of removal of enterprises across state borders, though 
few if any cases can be found where such action was due solely 
to this reason. Counterarguments, based upon the probability 
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of greater efficiency of labor under better conditions, are advanced 
and sometimes accepted. But it is undoubtedly a fact that this 
factor of competition among the industrial interests of the 
several states has held back the leaders and retarded the develop- 
ment of social insurance throughout the country. 

Agitation for Social-insturance Measures. — Study of social- 
insurance theory and practice by individuals and by government 
officials and bureaus started shortly after the European countries 
began adopting such laws. In 1891, the United States Bureau 
of Labor commissioned John Graham Brooks to make a study 
of the German system. In 1898, another study of social insurance 
was made at the request of the Massachusetts Legislature by the 
Bureau of Labor Statistics of that state. State commissions to 
study Avorkmen’s compensation for industrial accidents were 
appointed in Massachusetts in 1903, in Illinois in 1905, and in 
Connecticut in 1906. A notable step was taken in 1906 in the 
organization of the American Assocation for Labor Legislation 
which consistently sponsored workmen’s compensation laws and 
drafted several model bills. A commission was appointed in 1907 
in Massachusetts to study old-age pensions. It reported adver- 
sely in 1910. Agitation for public aid to mothers in order to pro- 
vide home rather than institutional care for dependent children 
began as early as 1909, and measures to that end were repeatedly 
urged in the annual reports of the United States Children’s 
Bureau. 

The Twenty-third Annual Report of the Commissioner of 
Labor (1908), published in 1909, was a study of “Workmen’s 
Insurance and Benefit Funds in the United States” and brought 
out their general inadequacy. The following Twenty-fourth 
Annual Report, published in 1911, was an extensive study in 
two volumes of “Workmen’s Insurance and Compensation 
Systems in Europe.” 

At about the same time the Russell Sage Foundation undertook 
a survey of the conditions of the working population of Pittsburgh 
— the “Pittsburgh Survey” — ^published its findings in a series 
of volumes. One of these, ‘^Work Accidents and the Law,” 
by Crystal Eastman, published in 1910, gave great impetus to the 
movement to substitute the principle of workmen’s compensation 
for that of employers’ liability. 
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Three states appointed commissions to study workmen's com- 
pensation in 1909, six in 1910, and nine in 1911. These com- 
missions held national conferences at which findings and drafts 
of laws were discussed. The drafts of the Wisconsin and first 
California laws, which were identical in terms, were considered 
at a meeting in St. Louis in 1910. 

Beginning in 1916, commissions were appointed in several 
states to study old-age pensions, and the model bill of the Ameri- 
can Association for Labor Legislation was introduced in 24 
legislatures in 1923. It was passed by three. About the same 
time several states appointed commissions to study sickness 
insurance. Opposition from a variety of sources became so 
powerful that agitation for such measures was dropped during 
the decade of the 1920’s and attention given to other aspects of 
the general problem. 

A few labor unions had provided for unemployment benefits 
before 1920, but the numbers affected were not large. Also a 
few employers, notably the Dennison Manufacturing Company, 
whose industries had been subject to high seasonal fluctuations, 
had endeavored to stabilize employment and had established 
unemployment benefit schemes. The minor depression of the 
early 1920’s gave some further impetus to this movement. The 
sudden plunge into the depression of the 1930’s brought the prob- 
lem of unemployment sharply to the fore and, despite the 
difficulties encountered by European systems, unemployment 
insurance was urged from many quarters. 

In addition to the governmental and other organized investiga- 
tions, several books were published during this period dealing 
with various phases of social insurance, and courses on the sub- 
ject were introduced in the leading universities. 

The movement culminated in the President’s message to 
Congress of June 8, 1934, and his appointment shortly thereafter 
of his Committee on Economic Security. Following the report 
of that committee the Social Security Bill was introduced in 
Congress and became law in 1936. 

Industrial Accidents and Disease and Workmen’s Compensa- 
tion Insurance. — The workmen's compensation principle has now 
been adopted in all states. In practically all of these insurance is 
required, but individual proof of financial responsibility is per- 
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mitted as an alternative. Nine states have set up competitive 
state funds. In the others the insurance is carried by private 
carriers. In no state is the entire working population under the 
act.^ 

Later, the problem of industrial disease, especially pneumono- 
coniosis, was much to the fore. The gradual and cumulative 
effect of exposure to harmful dusts and poisons is often permanent 
total disability and death. If the employee has not been working 
continuously for the same employer, it is clearly unfair to charge 
the entire cost of his disability to the last employer or his insurer. 
The problem is being met in different ways in the several states. 
There has been some suggestion that disability due to industrial 
diseases should not be covered under the compensation laws and 
that a separate scheme of insurance should be set up to cover 
them, but no plan for such action has come to the author’s 
attention. 

Federal legislation has been confined to the passage of com- 
pensation acts covering federal employees, private employees in 
the District of Columbia and the Panama Canal Zone, and 
harbor workers, not under the coverage of state acts. Employees 
in interstate commerce are still under the Federal Employers’ 
Liability Act. 

Sickness. — ^Tlle federal government has not yet passed a 
general sickness-insurance act. The Committee on Economic 
Security recommended an increase in the appropriation for the 
federal Public Health Service and increased grants in aid of the 
state services. This recommendation was carried out in Title VI 
of the Social Security Act.^ Respecting insurance the committee 
said. 

The committee’s staff has made an extensive review of insurance 
against the risks of illness, including the experience which has accumu- 
lated in the United States and in other countries of the world. Based 
upon these studies the staff has prepared a tentative plan of insurance 
believed adequate for the needs of American citizens with small means 
and appropriate to existing conditions in the United States. From the 
very outset, however, our committee and its staff have recognized that 
the successful op)eration of any such plan will depend in large measure 

* The general terms of these acts have been explained in Chap. XIII. 

* Public Act No. 271— 74th Congress. 
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upon the provision of sound relations between the insured population 
and the professional practitioners or institutions furnishing medical 
services under the insurance plan. We have accordingly submitted 
this tentative plan to our several professional advisory groups organized 
for this purpose. These advisory groups have requested an extension 
of time for the further consideration of these tentative proposals, and 
such an extension has been granted until March 1, 1935. In addition, 
arrangements have been effected for close cooperative study between 
the committee's technical staff and the technical experts of the American 
Medical Association. 

Until the results of these further studies are available, we cannot 
present a specific plan of health insurance. It seems desirable, however, 
to advise the professions concerned and the general public of the main 
lines along which the studies are proceeding. These may be indicated 
by the following broad principles and general observations which appear 
to be fundamental to the design of a sound plan of health insurance. 

1. The fundamental goals of health insurance are: (a) The provision 
of adequate health and medical services to the insured population and 
their families; (6) the development of a system whereby people arc 
enabled to budget the costs of wage loss and of medical costs; (c) the 
assurance of reasonably adequate remuneration to medical practitioners 
and institutions; (d) the development under professional auspices of 
new incentives for improvement in the quality of medical services. 

2. In the administration of the services the medical profession 
should be accorded responsibility for the control of professional personnel 
and procedures and for the maintenance and improvement of the quality 
of service; practitioners should have broad freedom to engage in insur- 
ance practice, to accept or reject patients, and to choose the procedure 
of remuneration for their services; insured persons should have freedom 
to choose their physicians and institutions; and the insurance plan shall 
recognize the continuance of the private practice of medicine and of the 
allied professions. 

3. Health insurance should exclude commercial or other inter- 
mediary agents between the insured population and the professional 
agencies which serve them. 

4. The insuJfejace benefits must be considered in two broad classes: 
(a) Cash payments in partial replacement of wage-loss due to sickness 
and for maternity cases, and (6) health and medical services, 

6. The administration of cash payments should be designed along 
the same general lines as for unemployment insurance and, so far as 
may be practical, should be linked with the administration of unem- 
ployment benefits. 
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6. The administration of health and medical services should be 
designed on a State-wide basis, under a Federal law of a permissive 
character. The administrative provisions should be adapted to agri- 
cultural and sparsely settled areas as well as to industrial sections, 
through the use of alternative procedures in raising the funds and fur- 
nishing the services. 

7. The costs of cash payments to serve in partial replacement of 
wage loss are estimated as from 1 to 134 P^r cent of pay roll. 

8. The cost of health and medical services, under health insurance, 
for the employed population with family earnings up to $3,000 a year, 
is not primarily a problem of finding new funds, but of budgeting present 
expenditures so that each family or worker carries an average risk rather 
than an uncertain risk. The population to be covered is accustomed to 
expend, on the average, about per cent of its income for medical 
care. 

9. Existing health and medical services provided by public funds 
for certain diseases or for entire populations should be correlated with 
the services required under the contributory plan of health insurance. 

10. Health and medical services for persons without income, now 
mainly provided by public funds, could be absorbed into a contributory 
insurance system through the payment by relief or other public agencies 
of adjusted contributions for these classes. 

11. The role of the Federal Government is conceived to be principally 

(a) to establish minimum standards for health insurance practice, and 

(b) to provide subsidies, grants, or other financial aids or incentives to 
States which undertake the development of health insurance systems 
which meet the Federal standards.^ 

It is generally understood that the American Medical Associa- 
tion was officially opposed to the establishment of compulsory 
health insurance because of the fear of unsatisfactory terms of 
service and remuneration under a panel system. At the time 
the British health-insurance system was introduced, there was the 
same opposition from the medical profession, though it has since 
found itself uninjured. It is also understood that the committee 
feared that the oppositiori of the profession might endanger the 
passage of any act which included provisions for ‘'socialized 
medicine.’^ 

1 Report to the President of the Committee on Economic Security, Jan. 15, 
1936, pp. 41-43. There has been no further report from the Committee on 
this subject, and the committee has been discharged. Its work is to be 
carried on by the Social Security Board. See Social Security Act, Sec. 702. 
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The author agrees in the main with the principles set forth 
in the committee’s statement. Subdivision (6) of the first item 
implies that the entire cost of the system should be borne by 
the workers, and the eighth item indicates the belief that it is 
possible that workers can bear the entire cost. The author 
questions this when wages are so low that minimum-wage laws 
are deemed necessary. 

He is also puzzled over the statement in the second item that 
“practitioners should have broad freedom ... to choose the 
procedure of remuneration for their services.” Its meaning is 
far from clear. In the light of the experience with the medical 
side of workmen’s compensation which has made necessary the 
adoption of fee scales by the industrial commissions of most 
states, it seems impossible to leave to the practioners individ- 
ually the determination of this point. 

He does not know the source of the estimate of cost in the 
seventh item. As an actuary, it seems to him impossible to 
make a reasonable estimate without a clear knowledge of the 
amount and terms of cash benefit to be given, the extent of 
medical and kindred services to be rendered, and the scales of 
remuneration of the practitioner. 

Rhode Island is the only state that has yet adopted a compul- 
sory state sickness-insurance law. The act came into effect May 
10, 1942, and benefit payments for sickness began Apr. 1, 1943. 
The act is administered by the state Unemployment Compensa- 
tion Board^ and is closely associated with the administration of 
unemployment compensation. It is supported by a tax on 
employees of 1 per cent of wages up to 13,000. The tax collected 
for the year previous to beginning of benefits was used to establish 
a fund to take care of fluctuations. The act provides for cash 
sickness benefits and thus avoids any controversy over state 
(jontrol of the relation of doctor and patient. There is a 1-week 
waiting period. Under the original act, in order to receive 

^ Rhode Island had an unemployment-compensation system which came 
into effect in 1936 and was supported by joint contributions of employers 
and employees, the employee's share being per cent, on all wages up to 
$3,000. It had accumulated a large surplus, and in 1942 it was proposed to 
eliminate the employee’s contribution. As a compromise, two-thirds of the 
employee’s contributions (1 per cent of wages) was diverted to establish 
the sickneM fund. 
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benefit a worker had to show that he was “unable to perform any 
services for wages,” but an amendment of Apr. 28, 1943 (28 days 
after benefit payment began), changed this condition to entitle 
the worker to benefit “when such sickness prevents him from 
being able to perform his regular services.” 

The act applies to workers in establishments employing four or 
more persons in each of 20 different weeks in a calendar year. It 
does not apply to workers in agriculture, domestic service, state 
or federal service, or in certain charitable and educational 
institutions. 

The scale of benefits depends on the amount of wages earned 
during a 12-month base period immediately preceding the benefit 
year in which payments are claimed. The limits of total benefit 
payments permissible in any one year range from $34 on aggregate 
wages of $100 to $364.50 on wages of $1,800 or more. The time 
limit is 21 weeks. Normally the benefit is payable weekly, and 
the weekly rate of benefit is determined by the highest wages 
earned in one quarter of the base-year period. A weakness of the 
scheme is that the worker is permitted to collect benefits while 
drawing other payments, such as wages or salaries paid by 
employers during sickness, or Avorkmen’s-compensation benefits 
for accidental injuries. 

The act is still in its experimental stage, but there are evidences 
of mali n gering and abuse due to double payment and vagueness 
of the law in certain respects, particularly the loose definition of 
sickness. Despite the large tax income during the high earnings 
of full war employment, the benefits paid for the 7-month period, 
April-October, 1944, exceeded the tax income by nearly $600,000. 
Critics of the scheme point out that it is not on an actuarial basis 
and that almost certainly the claims will rise and income fall when 
industrial activity slackens. 

Proposals for simil ar laws have been presented in other states 
but none have yet been enacted. 

Amendments to the federal Social Security Act which provide 
for both medical care and cash sickness benefits are pending in 
Congress. 

Surviving Dependents. — ^The agitation already mentioned* 
had, by 1931, led to the passage of mothers' pension laws in 

^ See p. 557. 
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45 states. These were not insurance systems in the sense that 
contributions were required from those exposed to the risk or 
from others on their behalf in order to set up a fund from which 
to pay benefits. Nor were the rights to benefit limited to 
widows or those whose husbands had become invalids. Benefits 
on behalf of dependent children were provided also for deserted 
mothers, wives of convicted criminals, and other lone women 
unable otherwise to care for their dependent children. The 
benefits were provided from general state and county funds. 
The administration was generally assigned to welfare departments. 

During the depression many of the states found themselves 
unable to carry through their programs, and the Committee on 
Economic Security recommended “that the Federal Government 
give assistance to States in providing local services for the pro- 
tection and care of homeless, neglected and delinquent children 
and for child and maternal health services especially in rural 
areas.” ^ Titles IV and V of the Social Security Act carry out 
this recommendation. Under Title IV each state whose plan 
for aid to dependent children meets certain standards is given 
federal aid to the extent of one-half of the total sums expended 
“not counting so much of such expenditure with respect to any 
dependent child for any month as exceeds $18, or if there is more 
than one dependent child in the same home, as exceeds $18 for 
any month with respect to one such dependent child and $12 
for such month with respect to each of the other dependent 
children.”* 

Other than in such legislation, in the death benefits under 
workmen’s compensation laws and in the pension provisions 
noted hereafter, there is no system of survivors’ benefits in effect. 

Old-age Benefits. — Beginning with Alaska in 1915, 28 states 
and two territories had paased some sort of old-age-pension law 
by 1934. These laws all provide for noncontributory pension 
plans. Pensioners are subject to a “means test,” though eligi- 
bility requirements vary considerably. In many states much of 
the cost was put on local communities. Since these were over- 
burdened with other relief and financial problems during the 
depression, the administration tended to be strict, and the 

* Op. eit., p. 6. 

* Sec. 403 (a). 
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schemes were ineffective. In no state was there any other form 
of general pension benefit, though some had carefully organized 
retirement systems for public employees. 

Old-age Provisions of the Social-security Act. — Such was the 
situation at the time of the appointment of the Committee on 
Economic Security. That committee gave much attention to 
the problem of old-age security and recommended two different 
types of measures: 

1. A contributory plan for workers employed in certain industries, with 
the cost of the benefits met by equal contributions from employees and 
employers, to be administered by the federal government. 

2. Aid to state pension plans, to cover those not coming under the first 
plan.' 

The two recommendations were, in principle, embodied in the 
Social Security Act. 

Old-age Assistance . — ^The second recommendation dealt with 
the more immediate and pressing problem, did not present the 
difficult constitutional question involved in the first, and did not 
require the elaborate machinery called for by the first. It was 
embodied in the Social Security Act as “old-age assistance” 
to take effect retroactively as of July 1, 1935.* $49,750,000 
was appropriated for the fiscal year ending June 30, 1936, and 
authorization given for appropriation in each subsequent fiscal 
year of a sum sufficient to carry out the purposes of the act.* 
The sums made available were to be “used for making payments 
to States which have submitted, and had approved by the Social 
Security Board,* State plans for old-age assistance.”* 

Standards for approval are set up in the act, as amended in 
1939, as follows: 

Sec. 2. (o) A State plan for old-age assistance must (1) provide that 
it shall be in effect in all political subdivisions of the State, and, if 
administered by them, be mandatory upon them; (2) provide for finan- 

* Op. cit., pp. 25 and 26. 

* Social Purity Act, Title I. 

«JWd., Sec. 1. 

*The Act sets up a Social Security Board of three members to have 
general administrative duties under the act and to bd appointed by the 
President by and with the advice and consent of the Senate. 

' Social Security Act, Sec. 1. 
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cial participation by the State; (3) either provide for the establishment 
or designation of a single State agency to administer the plan, or provide 
for the establishment or designation of a single State agency to supervise 
the administration of the plan; (4) provide for granting to any individual, 
whose claim for old-age assistance is denied, an opportunity for a fair 
hearing before such State agency; (5) provide such methods of adminis- 
tration (including after January 1, 1940, methods relating to the 
establishment and maintenance of personnel standards on a merit basis, 
except that the Board shall exercise no authority with respect to the 
selection, tenure of office, and compensation of any individual employed 
in accordance with such methods) as are found by the Board to be 
necessary for the proper and efficient operation of the plan; (6) provide 
that the State agency will make such reports, in such form and con- 
taining such information, as the Board may from time to time require, 
and comply with such provisions as the Board may from time to time 
find necessary to assure the correctness and verification of such reports; 
and (7) efiPective July 1, 1941, provide that the state agency shall, in 
determining need, take into consideration any other income and resource 
of an individual claiming old-age assistance; and ((S) effective July 1, 
1941 , provide safeguards which restrict the use or disclosure of information 
concerning applicants and recipients to purposes directly connected with 
the administration of old-age assistance. 

(fe) The Board shall approve any plan which fulfills the con- 
ditions specified in subsection (a), except that it shall not approve any 
plan which imposes, as a condition of eligibility for old-age assistance 
under the plan — 

(1) an age requirement of more than sixty-five years, 
except that the plan may impose, effective until January 1, 1940, an 
age requirement of as much as seventy years; or 

(2) Any residence requirement which excludes any 
resident of the state who has resided therein five years during the nine 
years immediately preceding the application for old-age assistance and 
ha§ resided therein continuously for one year immediately preceding the 
application; dr 

(§y Any citizenship requirement which excludes any 
citizen of the United States. 

The Board is required to withdraw approval, after notice and 
hearing, if the state plan is so changed or its administration so 
conducted, that it no longer meets these standards.^ 

^ Sec. 4. 



SOCIAL INSURANCE 


567 


The federal aid, payable to the states quarterly, is one-half 
of the total of the sums expended for old-age benefits to persons 
sixty-five years of age and older not inmates of public institutions, 
excluding the excess over $40 per month paid to any individual, 
plus 5 per cent for administrative expense. ‘ 

The states are free to apply a “means test” and the phraseology 
quoted implies that it is expected that such a test %vill be applied. 
Moreover, the benefit is not fixed except that the federal con- 
tribution shall not exceed the maximum set. The scheme is, 
therefore, one of “outdoor aid” whose cost is shared by state 
and national governments rather than a true free pension or 
insurance provision. 

Old-age and Survivors’ Benefits . — The first recommendation (as 
respects the benefits and the funds from which they are paid) of 
the Committee on Economic Security is embodied in Title II, 
‘ ‘ Federal Old-Age and Survivors Insurance Benefits,” of the act as 
amended in 1939. As the act was originally passed it contained 
a tax measure in Title VIIL When the act was amended in 1939, 
this was deleted and the Internal Revenue Code was amended 
by inserting the taxing provisions as Subchapter A of Chap. 9. 
The act itself indicated no connection between these titles and 
left it to each succeeding Congress to make the necessary appro- 
priations. This apparently illogical separation was made on the 
advice of constitutional lawyers in the hope of avoiding a success- 
ful attack upon the constitutionality of the act.^ The taxes 
applied on and after Jan. 1, 1937, but no benefits became payable 
before Jan. 1, 1940. 

All employees are brought under these provisions except 

1. Agricultural laborers. 

2. Domestic servants in a private home, local college club, fraternity, or 
sorority. 

3. Casual laborers, not in the course of the employer’s trade or business. 

4. Persons working for their spouses or children and children under 
twenty-one working for their parents. 

‘ Sec. 3 (a). 

® The act as a whole and its tax provisions as a whole were sustained in a 
series of cases before the U. S. Supreme Court: Carmichael e. Southern Coal 
and Coke Co., 301 U. S. 495 (1937), Steward Machine Co. v. Davis, 301 U. S. 
548 (1937), and Helvering, Commissioner of Internal Revenue, td, v, Davis, 
301 U. S. 619. 
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5. Officers and members of the crew of a legally documented non-Amei> 
lean vessel. 

6. Employees of the United States government or, with certain limitations, 
an instrumentality of the United States government. 

7. Employees of a state, a political subdivision thereof or, with certain 
limitations, an instrumentality of either. 

8. Employees of nonprofit-making institutions, organized and operated 
exclusively for religious, charitable, scientific, literary, or educational 
purposes, or for the prevention of cruelty to children or animals.^ 

The self-employed in trade and those engaged in the independ- 
ent practice of a profession are not covered. These, with the 
first two classes of exclusions, constitute a considerable part of 
the working population. If they are not able to accumulate a 
fund for their owm old age, their only relief under the act lies in 
old-age assistance. 

The benefits provided are of seven classes: 

1. Old-age benefits beginning at age sixty-five and continuing 
for life, with the proviso that during any month in which a bene- 
ficiary receives wages of $15 or more for regular employment after 
reaching age sixty-five he shall receive no benefit.^ 

2. Wife’s insurance benefits available to the wife of a person 
entitled to old-age benefits if she has attained the age of sixty- 
five, is living with her husband, and is not entitled to benefits in 
her own right as an insured person equal to one-half the benefit to 
which her spouse is entitled. The amount of the wife’s benefit is 
the excess, if any, of one-half the husband’s benefit over her own 
rights and continues for life or until the death of her husband, 
but terminates if a divorce should take place. 

3. Child’s insurance benefits available to children under 
eighteen years of age if dependent on a person entitled to old-age 
benefits or, in case the person has died, if the child was dependent 
at ^e time of his death. The benefit continues until age eight- 
een, unless priOT thereto the child dies, is adopted, or marries. 
The child’s ben^t is one-half the benefit of the person with 
respect to whose wages it is entitled to benefit and, if there is 
more than one such person, it is one-half of whichever of the 
primary benefits is greatest. 


1 See Sec. 209 (b) and Sec. 1426 (b), I. R. Code. 
» Sec. 203 (d). 
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4. Widow’s insurance benefits, equal to three-fourths of her 
deceased husband’s benefit rights, available to the widow of a 
person who was fully insured at his death (after Dec. 31, 1939), 
who was living with him at the time of his death, has not remar- 
ried, has attained the age of sixty-five years, and is not entitled to 
benefits in her own right. The amount of the widow’s benefit, if 
she is entitled to benefits in her own right,, is the excess, if any, of 
three-fourths of her late spouse’s benefit over her own rights and 
continues for life or until remarriage. 

5. Widow’s current insurance benefits, available to the widow 
of a fully or currently' insured person, if she was not entitled to 
benefits under the preceding item, was living with her husband at 
the time of his death, has not remarried, and has in her care a 
child of the deceased entitled to a child’s benefit. The amount 
of the benefit is the excess, if any, of three-fourths of the old-age 
benefit to which the deceased would be entitled under the old- 
age-benefit formula over her own presently available rights and 
continues so long as she has in her care a child of the deceased 
entitled to a child’s benefit (normally until the ohild is eighteen) 
or she dies or remarries. 

6. Parent’s insurance benefits, available to a parent of a person 
who died a fully insured person after Dec. 31, 1939, if the parent 
was wholly dependent upon and supported by the deceased at 
the time of death, has attained the age of sixty-five, and has not 
remarried. The amount of the benefit is the excess, if any, of 
one-half the old-age benefit to which the deceased would be 
entitled under the old-age-benefit formula over any other insur- 
ance benefit the parent may be entitled to under the act. When 
there is more than one individual with respect to whose wages the 
parent is entitled to make a claim, the parent’s benefit is based 
on the largest. 

7. Lump-sum death benefits. If on the death of a fully or 
currently insured individual there be no widow’s, child’s, or 

1 A “fully insured'' person is one who has contributed and had coverage 
for at least half the quarters since 1936, or since he became twenty-one 
if later, and up to age sixty-five or the time of his death, and in no case less 
than six quarters or, in any case, if he has had coverage for at least 40 
quarters. A “currently insured" person is one who has been paid taxable 
wages of at least S50 for each of not less than six of the 12 quarters imme- 
diately preceding the quarter in which he died. 
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parent’s benefits payable, six times the insured’s primary benefit 
is payable in a lump sum to surviving relatives in a specified 
order of precedence or, if there be no such relative surviving, to 
any person or persons equitably entitled thereto, to the extent 
and in the proportions that he or they have paid for the expenses 
of burial of the deceased. 

These benefits are payable monthly. The old-age benefit, to 
which the others are related, is termed in the act the “primary 
insurance benefit.” It is defined by the act by a formula as 
follows: 

(1) (A) 40 per centum of the amount of an individual’s average wage 
if such average monthly wage does not exceed $50, or (B) if such average 
monthly wage exceeds $50, 40 per centum of $50, plus 10 per centum of 
the amount by which such average monthly wage exceeds $50 and does 
not exceed $250, and 

(2) an amount equal to 1 per centum of the amount computed under 
paragraph (1) multiplied by the number of years in which $200 or more 
of wages were paid to such individual. Where the primary insurance 
benefit thus computed is less than $10, such benefit shall be $10.^ 

Under this formula the benefit of a covered employee, whose 
average monthly wage is $100 and who has been covered by the 


act for 10 years, is computed as follows: 

40 per cent of $50 (the first $50 earned) $20.00 

10 per cent of $50 (excess of wages over the first $50) 5.00 

Basic amount $25.00 

$25 multiplied by 1 per cent times 10 (years of cover- 
age) 2.50 

Primary old-age insurance benefit $27.50 


The taxes to provide the benefit are levied equally on employer 
and employee and at present are 1 per cent of wages (up to 
$3, (XX)) from each, a total of 2 per cent.* 

‘ Sec. 209 (c). The original Act had a different formula which gave less 
for shorter durafion of work and lower earnings and advanced more rapidly. 
The present formula was set up in the amendments adopted in 1939. The 
original act provided that no benefits were to be payable tmtil Jan. 1, 1942. 
The same set of amendments provided that benefits become available 
Jan. 1, 1940. 

* The original act levied taxes beginning at 1 per cent each on wages of 
1936 and contemplated an increase of per cent each every 3 years until a 
total of 3 per cent each (the ultimate rate) was reached in 1949. The 
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In the original act the collection of taxes was provided for 
in Title VIII. They were to be placed in the Treasury and annu- 
ally appropriated by Congress to the Old-age Reserve Account. 
In April, 1939, after the act had been sustained by the Supreme 
Court, the taxing provisions were by act of Congress transferred 
to the Internal Revenue Code, and in the Social Security Act 
Amendments of 1939,^ Congress appropriated the entire amount 
of the Old-age Reserve Account and 100 per cent of the future 
tax collections to the Federal Old-age and Survivors’ Insurance 
Trust Fund. This fund is administered by a Board of Trustees 
consisting of the Secretary of the Treasury (managing trustee), 
the Secretary of Labor, and the Chairman of the Social Security 
Board, all ex officio. The Trust Fund is wholly dedicated to the 
payment of the Old-age and Survivors’ Insurance Benefits. The 
tax is to be regarded, as respects collection, as internal revenue 
and may be collected as the Treasury sees fit. The use of stamps 
sold through the post office is specifically permitted.* 

The terms of the original act clearly indicated an intent to 
handle the finance along the lines followed by legal-reserve 
life-insurance companies, with the accumulation of corre- 
sponding reserves the amount of which were to be invested 
in special government securities issued by the Treasury for that 
purpose. The adoption of this plan created a widespread and 
heated controversy, a full review of which is not necessary here, 
which led to the appointment in May, 1937, of an Advisory 
Council on Social Security which reported on Dec. 10, 1938. Its 
recommendations were under three heads: 

1. Recommendations on benefits. 

2. Recommendations on coverage. 

3. Recommendations on finance. 

Since the controversy which led to the appointment of the 
Council was over the large accumulation in reserve which the 
scales of benefits and taxation would bring about, the question 

taxes were frozen in 1939 before the first increase came into effect but left 
the rate for 1942 and subsequent years as originally provided. Before the 
increase for 1942 and 1945 came into effect the rate was frozen in each case 
to continue at 1 per cent. 

* H. R. 6635, approved Aug. 10, 1939. 

* Internal Revenue Code Sec. 1423. 
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of full reserve, partial reserve, or pay as you go bulked large in its 
deliberations.^ Although the recommendations on benefits were 
believed to produce a better type of benefit than were found in the 
existing law, it was recognized that beginning payments sooner 
and increasing the benefits for lower wage scales and shorter 
period of earnings under the Act would slow down the accumular 
tion of the reserve. It was also recognized that larger and earlier 
benefits under Old-age and Survivors’ Insurance would tend to 
reduce the burden under the Old-Age-Assistance provisions. 

The amendments made in the benefits in 1939 substantially 
carried out the Council’s recommendations on this topic. There 
is, therefore, no point in listing them. 

Many of those who advocated making the old-age-insurance 
system self-supporting, with the associated large reserve, argued 
strongly that, since that system excluded large classes of the 
population, it was inequitable to provide a considerable part of 
the benefits from general revenue raised in part by taxation of 
those who could not become beneficiaries. This had some influ- 
ence on the Council’s discussion of coverage, but its recommenda- 
tions on coverage were mainly based on what it considered best 
for the country as a whole. Most of the limitations on coverage 
of the original act were for technical reasons, some legaP and 
some practical.® 

The Council recommended that employees of private nonprofit 
religious, charitable, and educational institutions be immediately 
brought under the act, that the coverage be extended to farm 
employees and domestic employees by Jan. 1, 1940, if adminis- 
tratively possible, that as soon as feasible the program be 
extended to include additional groups,® and that studies of the 
administrative, legal, and financial problems involved to be made 
ip the interim. 

It was not found feasible fully to carry out these recommenda- 

The author was a member of the Council and can speak with authority 
on this point. 

* E.g., the question whether taxation of religious institutions as employers 
might conflict with the guarantee of religious freedom, whether the states 
could be taxed as employers, etc. 

’ E.g., the difficulty of collecting taxes for farm employees, the existence 
of federal and state employees’ retirement systems, etc. 

® E.g., the self-employed. 
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tions when the amendments of 1939 were made, though there 
were some changes in classification and broadening of coverage. 
The matter has been under consideration since, though handi- 
capped by national concentration on the war, and efforts are now 
being made to find practical ways of including additional classes, 
particularly farm and domestic employees. 

The recommendations on finance were as follows: 

L Since the nation as a whole, independent of the beneficiaries of the 
system, will derive a benefit from the old-age security program, it is 
appropriate that there be Federal financial participation in the old-age 
insurance system by means of revenues derived from sources other than 
payroll taxes. 

II. The principle of distributing the eventual cost of the old-age 
insurance system by means of approximately equal contributions by 
employers, employees, and the government is sound and should be 
definitely set forth in the law when tax provisions are amended. 

III. The introduction of a definite program of Federal financial 
participation in the system will affect the consideration of the future 
rates of taxes on employers and employees and their relation to future 
benefit payments. 

IV. The financial program of the system should embody provision 
for a reasonable contingency fund to insure the ready payment of bene- 
fits at all times and to avoid abrupt changes in tax and contribution 
rates. 

V. The planning of the old-age insurance program must take full 
account of the fact that, while disbursements for benefits are relatively 
small in the early years of the program, far larger total disbursements 
are inevitable in the future. No benefits should be promised or implied 
which cannot be safely financed not only in the early years of the 
program but when workers now young will be old. 

VI. Sound presentation of the government's financial position 
requires full recognition of the obligations implied in the entire old-age 
security program and treasury reports should annually estimate the 
load of future benefits and the probable product of the associated tax 
program. 

VII. The receipts of the taxes levied in Title VIII of the law, less the 
costs of collection, should through permanent appropriation be credited 
automatically to an old-age insurance fund and not to the general fund 
for later appropriation to the account, in whole or in part, as Congress 
may see fit. It is believed that such an arrangement will be 
constitutional. 
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VIII. The old-age insurance fund should specifically be made a trust 
fund, with designated trustees acting on the behalf of the prospective 
beneficiaries of the program. The trust fund should be dedicated 
exclusively to the payment of the benefits provided under the program 
and, in limited part, to the costs necessary to the administration of the 
program. 

IX. The consideration of change in the tax schedule under Title 
VIII of the law should be postponed until after the rates of 1)^ per cent 
each on employer and employee are in effect since information will not 
be available for some time concerning (a) tax collections under varying 
conditions, (b) effective coverage under taxes and benefits, (c) average, 
covered earnings, period of coverage, time of retirement, and average 
amount of benefits, (d) the possibilities of covering farm labor, domestic 
employees or self-employed persons, and (e) the possibilities of intro- 
ducing new types of benefits. 

X. The problem of the timing of the contributions by the govern- 
ment, taking into account the changing balance between payroll tax 
income and benefit disbursements, is of such importance as to require 
thorough study as information is available. 

XL Following the accumulation of such information, this problem 
should be restudied for report not later than January 1, 1942, as to the 
proper planning of the program of payroll taxes and governmental 
contributions to the old-age insurance system thereafter, since by that 
time experience on the basis of five years of tax collections and two years 
of benefit payments (provided the present Act is amended to that 
effect) will be available. Similar studies should be made at regular 
intervals following 1942. 

Some interpret these recommendations as advocating a pay-as- 
you-go system of finance. The author, who assisted in drafting 
them, did not, and does not now, so interpret them. When the 
report came before Congress with a draft of amendments in 1939, 
some members of the Council as individuals appeared before the 
committees and advocated that the tax rates be frozen at 1 per 
cent, which w^^done. When the next increase due Jan. 1, 1943, 
was impending, the rates were again frozen at 1 per cent, but it 
should be noted that these actions were only suspensions of the 
specific increase and that there was no general rearrangement of 
the tax scheme. The actions were recognized as temporary 
measures pending further study of the whole problem. 

The author interprets these recommendations as advocating a 



SOCIAL INSURANCE 


675 


flexible program of financing. He calls particular attention to 
items III, V, VI, X, and XL The benefits under the act are not, 
like the face amount of a life-insurance policy or the annual pay- 
ments under an annuity sold by a life-insurance company, fixed 
amounts whose present value may be estimated with relative 
precision by the use of mortality and interest tables, nor is the 
tax in respect to any beneficiary a fixed annual sum like life- 
insurance premiums whose present value may be similarly esti- 
mated. The benefits, though fixed by formula, depend upon 
earnings of individuals under economic conditions whose varia- 
tions are highly unpredictable and, even were there no power in 
Congress to change tax rates, the pay rolls to which the taxes 
apply are economic variables of high variation. Hence rigid 
schemes of financing cannot be depended upon to work out safely 
and guarantee that the obligation will be met when due. The 
problem is much like that of navigating a ship without the benefit 
of radio direction. A course may be laid out at the start of the 
voyage on the basis of anticipated conditions, but observations to 
determine the position of the ship must be taken at intervals, and 
such alteration in the course as those observations indicate to be 
necessary must be made promptly if the voyage is to be success- 
fully completed. 

The recommendations recognize these conditions. The idea 
of relying only on the joint contributions is definitely repudiated 
in the first two recommendations, and the tripartite responsi- 
bility of industry, of the nation, and of the prospective benefi- 
ciaries is recognized as justified by direct or indirect gain to each 
from the program. It was not overlooked that the form and 
timin g of the required taxation will have important repercussions 
on the whole national economy. It is pointed out that the 
required cash disbursements will be increasing in amount for 
many years until the plan has well matured and that, unless some 
advance provision is made, the ultimate load may be such that 
the system will break down. Hence the best possible estimates 
of the ultimate load should always be used as a guide in financ- 
ing it. 

Although the recommendations did not present a specific plan 
for the observation of the course in relation to the goal, a memo- 
randum was presented too late for formal consideration which did 
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outline such a plan and which was studied by the Social Security 
Board. It may be that the requirement in Sec. 201 (b), as 
amended that the annual report of the trustees of the Trust fund 
contain “a statement of the actuarial status of the Trust Fund,” 
was inspired by that memorandum and was intended as a means 
of keeping Congress and the nation informed for the purpose of 
making needed adjustments in the financial provisions. The 
amendment setting up the Federal Old-age and Survivors’ 
Insurance Trust Fund and the Board of Trustees^ appears to 
have been in direct response to recommendations VII and VIII. 
Section 201 (b) now contains the following provision: 

It shall be the duty of the Board of Trustees to 

(1) Hold the Trust Fund; 

(2) Report to the Congress on the first day of each regular session of 
the Congress on the operation and status of the Trust Fund during the 
preceding fiscal year and on its expected operation and status during the 
next ensuing five fiscal years; 

(3) Report immediately to the .Congress whenever the Board of 
Trustees is of the opinion that during the ensuing five fiscal years the 
Trust Fund will exceed three times the highest annual expenditures 
anticipated during that five-fiscal-year period, and whenever the Board 
of Trustees is of the opinion that the amount of the Trust Fund is 
unduly small. 

The report provided for in paragraph (2) above shall include a state- 
ment of the assets of, and the disbursements made from, the Trust 
Fund during the preceding fiscal year, an estimate of the expected 
future income to and disbursements to be made from, the Trust Fund 
during each of the next ensuing five fiscal years, and a statement of the 
actuarial status of the Trust Fund. 

These requirements appear to be an attempt to adopt the 
principles just discussed. The exigencies of the threat of war 
and consequent rearmament in 1940 and 1941 prevented the 
restudy recommended in item XI. Shortly after V-E day Con- 
gress provided for an expert study of this financial problem and 
made an appropriation for its support. In the meantime bills 
have been considered by Congress greatly extending the scope of 
the act, in particular including coverage of disability, both 
permanent and temporary. None has yet passed, but a measure 

‘ See p. 571. 
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of this type is now before Congress which also provides for much 
higher taxation. ‘ The fourth and fifth reports of the trustees 
have now been made and clearly indicate the need of flexible 
financial provisions. The effect of wartime conditions on wage 
rates, pay rolls, and employment possibilities apparently led 
many beneficiaries to postpone retirement and greatly increased 
the yield of the pay-roll taxes. The trustees, in estimating the 
immediate and long-range future obligations and resources, felt 
constrained to present two sets of estimates based on different 
assumptions as to postwar economic readjustments. Of course, 
the introduction of disability benefits will materially increase the 
cost, and the expert study will undoubtedly take this into account. 
What amendments may follow from it cannot now be predicted. 

Shortly before the passage of the Social Security Act a separate 
Railroad Retirement Act was passed with a different scheme of 
benefits and finance. Recently proposals have been presented 
to Congress for liberalizing this act. This has raised the ques- 
tion of the social policy of special acts for groups of workers who 
for various reasons are able to bring pressure to bear.* 

Unemployment. — Wisconsin passed a compulsory unemploy- 
ment-insurance law in 1932 to go into effect July 1, 1933, but the 
effective date was postponed to July 1, 1934. This was the 
only unemployment-insurance law in effect in the United States 
prior to the passage of the Social Security Act, though many 
state legislatures had considered bills to provide for unemploy- 
ment insurance. The Wisconsin law provided for individual 
plant reserves. The bills introduced in the other states provided 
mainly for pooled funds for the entire state or, at least, pooled 
funds for each industry. There has been much controversy over 
the relative desirability of the different types. Referring to this 
controversy the Committee on Economic Security said: 

In this country there has been considerable interest in unemployment 
insurance ever since the enactment of the pioneer British law of 1911, 
especially since the depression of 1920-21. In the years that have 
intervened considerable controversy has developed over the type of 
unemployment compensation legislation that should be enacted; par- 
ticularly over such questions as unemployment insurance versus unem- 

> Senate bill 1050, 79th Congress, 1st Session, May 24, 1946. 

> See Robbins, Bainabd B., “Railroad Social Insurance.” 
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ployment reserves, employee contributions, governmental contributions, 
extended benefits, and the type of unemployment to be benefitted. It is 
our conviction that these controversies have developed largely because 
there has been no action, and, therefore, no practical experience on this 
subject. Further investigations and other devices for delay will merely 
enhance the negative character of the debate. What is needed at this 
stage is demonstration, not further debate and research. 

This background, it seems to us, is an important consideration in 
determining the type of unemployment compensation legislation to be 
recommended. It clearly suggested the desirability of permitting con- 
siderable variation, so that we may learn through demonstration what 
is best. This, we believe, can at this time best be secured under a 
cooperative Federal-State system, which permits variations in State 
laws but insures uniformity in respects in which uniformity is absolutely 
essential.^ 

In accordance with this reconanaendation, the provision for 
unemployment compensation in the Social Security Act is by 
way of grants in aid to states for assistance in the administration 
of their unemployment-compensation laws and by way of abate- 
ment of federal taxes levied upon employers in such states, pro- 
vided their laws are approved by the Social Security Board. 

Title IX of the Social Security Act levied excise taxes upon all 
employers of eight or more in the following percentages of the 
total wages payable by them; in 1936, 1 per cent; in 1937, 2 per 
cent; in 1938 and thereafter, 3 per cent. The taxpayer may 
credit against this tax the amounts paid into an unemployment 
fund under a state law up to a limit of 90 per cent of the federal 
tax, provided the state law has been approved by the Social 
Security Board.* 

In 1939 the taxing provisions of Title IX were repealed, and the 
unemployment tax is now provided for by Secs. 1600-1611 of the 
Ihternal Revenue Code. The tax is continued at 3 per cent with 
the same provision for credit for payment into a state fund. 

Standards are now set up for the approval of state plans as 
follows: 

The Social Security Board shall approve any State law submitted to 
it, within thirty days of such submission, which it finds provides that: 

1 Report of the Committee on Economic Security, p. 15. 

* Secs. 901 and 902. 
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(1) All compensation is to be paid through public employment offices 
or such other agencies as the Board may approve; 

(2) No compensation shall be payable with respect to any day of 
unemployment occurring within two years after the first day of the first 
period with respect to which contributions are required; 

(3) All money received in the unemployment fund shall [except for 
refunds of sums erroneously paid into such fund and except for refunds 
paid in accordance with the provisions of section 1606 (b)l immediately 
upon such receipt be paid over to the Secretary of the Treasury to the 
credit of the Unemployment Trust Fund established by section 904; 

(4) All money withdrawn from the unemployment fund of the State 
shall be used solely in the payment of unemployment compensation, 
exclusive of expenses of administration, and for refunds of sums erro- 
neously paid into such funds and refunds paid in accordance with the 
provisions of section 1606 (b); 

(5) Compensation shall not be denied in such State to any otherwise 
eligible individual for refusing to accept new work under any of the 
following conditions: (A) if the position offered is vacant due directly 
to a strike, lockout, or other labor dispute; (B) if the wages, hours, or 
other conditions of the work offered are substantially less favorable to 
the individual than those prevailing for similar work in the locality; 
(C) if as a condition of being employed the individual would be required 
to join a company union or to resign from or refrain from joining any 
bona fide labor organization; 

(6) All the rights, privileges, or immunities conferred by such law or 
by acts done pursuant thereto shall exist subject to the power of the 
legislature to amend or repeal such law at any time. 

The Board shall, upon approving such law, notify the Governor of the 
State of its approval.^ 

Provision is made for experience rating under state plans, for 
guaranteed employment accounts, and for individual-employer 
reserve funds. Employers are permitted to deduct from their 
tax in any taxable year after 1937, in addition to what they pay 
into a state fund, the amount by which they are permitted to 
reduce their contribution to the State Fund because of either 
favorable experience or their maintenance of an establishment 
fund or employment-guarantee fund, up to the total limit of 
90 per cent.2 

^ Secs. 1603 (a) and (b). The refund provisions of Sec. 1606(b) relate to 
payments of federal instrumentalities into a state fund which is later not 
approved by the Board. 

U.R.C. Secs. 1601, 1602. 
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Employment in the following classes is not within the scope of 
the unemployment-compensation provisions: 

1. Agricultural labor. 

2. Domestic service in a private home, local college club, or local chapter 
of a college fraternity or sorority. 

3. Casual labor not in the course of the employer’s trade or business. 

4. Service as an officer or member of the crew of a vessel on navigable 
waters of the United States. 

6. Employment by son, daughter, or spouse, or employment of children 
under twenty-one by either parent. 

6. Employment by the United States government or wholly owned 
instrumentality of the United Stated,, or one exempted by law. 

7. Employment by a state, ppUtical subdivision thereof, or an instru- 
mentality of either which is wholly pwne4 or .otherwise exempt from federal 
taxation. 

8. Employment by nonprofit-making institutions, organized and oper- 
ated exclusively for religious, charitable, scientific, literary, or educational 
purposes, or for the prevention of cruelty to children or animals.^ 

Since not more than 90 per cent of the tax may be deducted, 
the remainder goes to the federal government impliedly for the 
expense of administration. Eighty million dollars is to be appro- 
priated for each fiscal year after June 30, 1938, and is to be appor- 
tioned among the states to assist in meeting the expenses of 
administration of their laws. This amount is to be apportioned 
by the Social Security Board on the basis of population, the 
number of persons covered by the state law, the cost of its proper 
administration, and such other factors as the Board finds 
relevant.® No payment may be made to a state unless its law 
has been approved and includes provision for 

(1) Such methods of administration (including after January 1, 1940, 
methods relating to the establishment and maintenance of personnel 
standards on a merit basis, except that the Board shall exercise no 
authority with respect to the selection, tenure of office, and compensa- 
tion of any iiffiividuai employed in accordance with such methods) as 
are found by the Board to be reasonably calculated to insure full pay- 
ment of unemployment compensation when due; and 

(2) Payment of unemployment compensation solely through public 
employment offices or such other agencies as the Board may approve; 
and 

II.R.C. Sec. 1607 (c). 

' Title III. Secs. 301 and 302. 
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(3) Opportunity for a fair hearing, before an impartial tribunal for all 
individuals whose claims for unemployment compensation are denied; 
and 

(4) The payment of all money received in the unemployment fund of 
such State (except . . .)^ immediately upon such receipt, to the Secre- 
tary of the Treasury to the credit of the Unemployment Trust Fund 
established by section 904; and 

(5) Expenditure of all money withdrawn from an unemployment 
fund of such State, in the payment of unemployment compensation, 
exclusive of expenses of administration; and for refunds . . and 

(6) The making of such reports in such form and containing such 
information, as the Board may from time to time require, and compli- 
ance with such provisions as the Board may from time to time find 
necessary to assure the correctness and verification of such reports; and 

(7) Making available upon request to any agency of the United States 
charged with the administration of public works or assistance through 
public employment, the name, address, ordinary occupation and employ- 
ment status of each recipient of unemployment compensation, and a 
statement of such recipient’s rights to further compensation under such 
law; and 

(8) Effective July 1, 1941, the expenditure of all moneys received 
pursuant to section 302 of the title solely for the purposes and in the 
amounts found necessary by the Board for the proper and efficient 
administration of such State Law; and 

(9) Effective July 1, 1941, the replacement, within a reasonable 
time, of any moneys received pursuant to section 302 of this title, 
which, because of any action or contingency have been lost or have been 
expended for purposes other than, or in amounts in excess of, those 
found necessary by the Board for the proper administration of such 
State Law.® 

Several purposes are implicit in these standards; 

1. It is intended to give the states wide freedom in setting up 
their unemployment insurance systems, but 

2. It is intended to require conformity to minimum standards. 

3. No state is to be in a position to gain a competitive advan- 
tage over others by setting up no law, or a less costly law, since 
its employers must pay the tax in any event and, if it does not 
act, its workers get no benefits. 

* The refunds here excepted are the same as in the Standards for Approval. 

* Sec. 303 (a). 
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4. The investment of the funds is to be in the hands of the 
federal authorities.^ 

The Social Security Board has approved the acts of the 48 
states, the territories of Alaska and Hawaii, and the District of 
Columbia. The general plan of the California Act, which was 
first passed in 1935 and which met approval, in its present 
amended form, is fairly typical. 

The employments brought under the California Act are the 
same as under the federal act, but the act now applies to employ- 
ers having four or more employees. 

The employers’ contributions are to be at 90 per cent of the 
taxes levied by the federal act with power in the state Commission 
set up by the act to recommend to the legislature a higher rate for 
any class of industry or of occupation in which unemployment is 
excessive or chronic. There is a provision for merit rating which 
took effect in 1941 by which the employer’s contribution rate may 
be reduced to not less than 1 per cent of wages but, if the funds 
on hand in this trust fund fall below one and one-half times the 
amount of the benefits paid during the preceding calendar year, 
the commission may by appropriate notice require all employers 
to pay the full rate of tax. 

Employees were required to contribute one-half of 1 per cent 
of wages in 1936, and, beginning in 1937, 1 per cent, but their 
rate of contribution is not to exceed 50 per cent of that of their 
employer. 

Benefits first became payable after Jan. 1, 1938, for unemploy- 
ment occurring after that date. To qualify for benefits the 
employee must give suitable notice to the Commission, register 
for work, thereafter continue to report at a public employment 
agency or other place approved by the Commission, be able to 
work and available for work, and have been unemployed for a 
waiting period of 2 weeks, which need not be consecutive. 

He is not Eligible for benefits for a week in which he left his 
most recent work volimtarily without good cause nor for the 
immediately following week. Nor is he eli^ble for a week in 

‘ Some economists feel that wise use of the unemplojnnent reserves in 
controlling the national fund of credit may be highly effective in reducing 
the swing of business cycles and be more beneficial than the actual dis- 
bursement of unemplojrment benefits. 
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which he has been discharged for misconduct, and in the discre- 
tion of the Commission for not more than the 6 following weeks, 
depending on the finding of the Commission as to the seriousness 
of the misconduct. Benefit is denied him if he left his work 
because of a trade dispute, for the period during which he con- 
tinues out of work by reason of the fact that the trade dispute is 
still in active progress in the establishment in which he was 
employed. It is also denied if, without good cause, he has 
refused to accept suitable employment when offered, or failed to 
apply for suitable employment when notified by the district 
employment office. To be suitable, the employment must offer 
wages, hours, and other conditions as favorable as those prevailing 
in the locality for similar work, must not force him to become a 
strikebreaker, to forfeit his union standing or to join a company 
union, and must not endanger his health, safety, or morals more 
than his regular employment, nor tend to diminish his skill and 
training. 

The weekly benefit ranges from $10 to $20 and is based on the 
amount of wages earned in the liighest quarter of the “base 
period,” roughly the year preceding the claim. The benefit is 
set forth in a schedule in the act and is one-twentieth of the 
quarter’s earnings, taking the fraction to the next highest even 
dollar. No more may be claimed in one year than sixteen times 
the weekly benefit. 

Whenever the Commission determines that, in view of existing 
or probable future conditions, the fund will, within 6 months, be 
insufficient to pay probable benefit liabilities in full, it may reduce 
or discontinue all benefits. 

The State Treasurer is made custodian of the funds but is 
required to deposit them in the “unemployment trust fund” of 
the United States government, as required by the federal act ^ 

Unemployment is unlike the other risks dealt with in this book, 
those covered by either private or social insurance, in its unpre- 
dictability. It does not appear to fluctuate around an average 
or to show slow gradual change like the rate of mortality. More- 

‘ A list of states which have enacted unemployment insurance laws and 
a digest of their provisions may be found in the latest report of the Social 
Security Board or in the Monthly Labor Remm. 
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over, it is essentially a catastrophic risk which cannot be handled 
through line limits and reinsurance as is the risk of conflagration 
in fire insurance. A reflection of this is found in the provision 
of the California act permitting the Commission to reduce or 
suspend benefits if it appears that the funds cannot stand the 
strain of full benefit. To many, the term “insurance” is not 
properly applicable to the schemes to meet it. It is, at best, a 
palliative, piling up funds in prosperous times for disbursement in 
benefits during times of unemployment. Few who have studied 
the problem believe that any such scheme can carry the full 
load of a major depression. It is for this reason that the limita- 
tions in the benefits have been inserted. It will undoubtedly be 
necessary for the government to provide relief for those whose 
benefit rights are exhausted by public works or otherwise. Such 
has been the experience in Great Britain and other European 
countries which have included unemployment benefits in their 
social-insurance systems. This statement is not to be taken as 
condemnation of the effort. The temporary and limited benefit 
may well assist the worker thrown out by depression or by a new 
invention to carry himself over a period of adjustment to new 
conditions that will be of great advantage not only to him but to 
the whole country. Perhaps, if the funds collected are properly 
handled, so as not to stimulate creation of new capital goods, 
the brake placed upon expansion in prosperous times through 
the taxes imposed and the disbursement of funds in benefits 
during depression may do much to iron out industrial fluctuations. 

Because of these considerations some economists are becoming 
concerned over the tendency now prevalent in nearly all states 
to extend merit or experience rating to unemployment insurance.^ 
It tends to reduce the taiC when, because of economic conditions, 
it could most easily be paid and to increase the tax when, in a 
depressed economic state, the tax becomes most burdensome. 
The recenf British White Paper on Employment Policy^ recom- 
mends the reverse policy. 

‘ See, for example, “Experience Rating in Unemployment Compensation,” 
C. A. Myers, American Economic Remew, Vol. XXXV (June, 1945), pp. 
337-354. 

* Cmd. 6527 (reissued in the United .'States by The Macmillan Company 
New York, 1944). 
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The idea of experience rating seems to stem from its use in 
workmen’s compensation insurance where the employer, by 
accident-prevention activity, can reduce the cost of industrial 
accidents and the associated compensation to the benefit of all 
concerned. There is grave doubt whether an individual employer 
can reduce the unemployment risk of his employees except that 
due to seasonal fluctuations which usually constitute the least 
serious risk. There is also evidence that the gains in other 
respects to the employer of reducing this type of instability in his 
operations are such that, once he has recoginzed the opportunity, 
the incentive of reduction in his unemployment-insurance tax is 
not necessary. There is, however, wide variation among indus- 
tries in employment stability which the experience-rating scheme 
tends to recognize and to make proper adjustment for in the 
relative effective tax rates. If experience rating were discontin- 
ued, it might be necessary to make some adjustment in the tax 
rates by industries. This would be a difficult job at best and 
would bring about other unsatisfactory conditions. 

In addition to the types of social-insurance provisions reviewed 
herein, the Social Security Act also provides for grants to the 
states for aid to the blind. ^ Several of the states had plans in 
existence as they had for dependent children. 

SUMMARY 

1. Poverty is not always due to lack of thrift, but much of it 
if, due to loss from the insurable risks of 

o. Premature death of one having dependents: 

(1) From occupational accident or disease. 

(2) From other causes. 

6. Disability, temporary or permanent (invalidity); 

(1) From occupational accident or disease. 

(2) From other causes. 

c. Superannuation. 

d. Unemployment. 

2. Adequate voluntary insurance against those risks is rarely 
carried by those most exposed to them. 


‘ Title X. 
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3. Among the reasons for inadequate insurance is the high 
cost of private insurance due to unavoidable high operating costs. 

4. Voluntary cooperative insurance has not met the problem 
in a satisfactory way. 

5. The state has an interest in the prevention of poverty 

a. Because of the cost it imposes on the state. 

i). Because distress of any part of its citizens is of concern 
to it. 

c. In self-defense against degeneracy. 

6. Industry has a responsibility and an interest 

a. To the extent that wages paid do not permit adequate 
provisions for the risks which cause poverty. 

b. To secure a body of competent, satisfied workers. 

7. On these grounds justification is found for dividing the 
cost of such insurance among the workers covered by the insur- 
ance, employers, and the government. 

8. It is essential to the success of a social-insurance scheme 
that its application be compulsory. 

9. It is essential that costs of operation be kept at a minimum 
and that the need of defense against adverse selection be mini- 
mized, both of which conditions point toward a monopolistic 
carrier under strict governmental regulation and with govern- 
mental cooperation in collection of contributions. Stamp sys- 
tems are frequently used for collecting premiums. 

10. Social-insurance systems as a governmental policy were 
established in Germany in the decade 1881 to 1890 and have 
since been adopted, in whole or in part, by most of the European 
countries, and by Australia and New Zealand. 

11. The United States has been slow to adopt the idea of 
* social insurance. 

12. Prioi*t»o 1935 the principle of workmen’s compensation for 
industrial accidents had become generally accepted, but no real 
start had been made on other parts of a social-insurance system. 

13. Agitation for a more complete system had, however, been 
going on, and some measures of a quasi-social-insurance nature 
had been adopted, such as mothers’ aid laws and old-age-pension 
laws. 
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14. The Social Security Act of 1935, as amended in 1939, 
fosters social-insurance measures by taxation for their support, 
by abatement of taxes to the extent of contributions to state 
unemployment-insurance plans, and by direct grants-in-aid. 

15. The Social Security Act sets up a plan of compulsory old- 
age and survivors'-insurance benefits (annuities). 

16. One state has adopted a plan of compulsory sickness 
insurance. 

17. Legislation is pending in Congress for broadening the 
Social Security Act both as to the employments and the risks 
covered, including in particular cash and service disability 
benefits. 
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CHAPTER XXX 


COMPULSORY AUTOMOBILE INSURANCE 

The development and widespread use of the automobile have 
been one of the outstanding characteristics of the present century 
in the United States. Use of the automobile by all but the poor- 
est has resulted in serious congestion on the streets and highways; 
its speed has raised problems of safety and of indemnity to the 
injured. 

Problem of Automobile Accidents. — ^Accidents have inevitably 
resulted from these conditions, evidence of which may be found 
by an examination of the files of any metropolitan daily, especially 
of the Monday morning issues. Such an examination will also 
show that these accidents result in a large proportion of serious 
and fatal injuries. It is, therefore, not necessary to convert this 
chapter into a chamber of horrors by reciting the details of indi- 
vidual cases, or by the quotation of appalling statistics. Despite 
vigorous safety campaigns, the numbers are rising instead of fall- 
ing, and there is little comfort in showing that the rate per auto- 
mobile is falling when the rate per capita is rising, unless the 
saturation point in automobiles is being reached. 

It is fashionable at this point to divert the discussion to a con- 
sideration of cause, to condemn the reckless speeder and the road 
hog, to suggest that motor-vehicle laws be more strictly enforced 
and that their violation be more frequently i)enalized by jail 
sentences and revocation of licenses. It has been suggested that 
special speedways be constructed and that special parts of the 
highways be reserved for high-speed traveling, and experiments 
of this kind^re being made. On the other hand, one hears 
proposals that* manufacturers be required so to construct cars 
that certain maximum speeds cannot be exceeded. Straighten- 
ing and marking roads and the elimination of grade crossings are 
measures that are being advocated and tried. The loss from 
accidents is so serious that no reasonable effort should be spared 
to reduce it. But only the type of blind who will not see can 

588 
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deny that, when everything practicable has been done, serious 
and fatal accidents will still occur in large numbers. The 
problem of properly providing for the victims and those depend- 
ent on them must be squarely faced and adequately met. 

Injuries arising out of the operation of automobiles are at 
present dealt with under the common law of negligence. ‘ Under 
that law each individual is charged with the duty of responding 
in damages to any one injured in consequence of his negligent 
action. In theory, any person injured by an automobile negli- 
gently driven by another may recover indemnity from him, 
though an expensive lawsuit may be a prerequiate. Practically, 
the financial resources of the operator also determine whether 
recovery can be had and, if so, to what extent. 

Irresponsible Owners and Drivers. — It is of the utmost 
importance to the injured that the tort-feasor be financially 
able to respond in damages. Is this always the case? Again the 
reader may prove for himself that the answer must be in the 
negative by standing on ahnost any corner for an hour, watching 
the passing line of vehicles, and estimating from their appearance 
the probable financial worth of the operator. Occasionally he 
will be misled, but surely he will conclude rightly that not all 
are responsible and that there are certainly some, frequently 
those taking the longest chance in their manner of operation, 
from whom he would not expect to recover. 

But do the irresponsible constitute a large proportion of the 
total? There are no statistics on this point, and resort must be 
had to estimate. There are two methods of approach, both of 
which the author has used to answer the question for the state of 
California, which is sufficiently typical for the country as a whdle, 
at least to give the general dimensions of the problem. The 
first approach is through the extent to which credit is used in the 
purchase of cars. It is generally thought that 80 per cent of all 
cars sold, including secondhand cars, are purchased on an install- 
ment basis. Even very wealthy people may, and do, so purchase. 
But the charges on the deferred payments usually represent a 
very high rate of interest on the credit extended. People whose 
financial condition permits it avoid such charges. Hence, 
although less than 80 per cent may be considered as buying on an 

*. See pp213. -214. 
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installment basis from necessity, perhaps 75 per cent may fairly be 
estimated to be in such financial condition that, if they could 
respond to a substantial judgment for damages, it would be only 
at the price of such reduction in their living standards as would 
be socially almost as undesirable as to have the injured go 
unindemnified. 

The second approach is through a comparison of the number 
of registered automobiles with the number of persons reporting 
incomes of $2,000 and over to the Treasury Department. Here, 
of course, allowance must be made for cars owned by corporations 
and by those individuals owning more than one car, factors on 
which no information is available. There is, therefore, a large 
element of personal judgment in both estimates. But taking 
precautions to make the estimate conservative, the result by 
both approaches is a conviction that more, rather than less, than 
70 per cent of automobile owners are not qualified by property 
ownership to respond to a verdict of $1,000, a rather moderate 
indemnity for serious injuries when lawyer’s fees and court costs 
are deducted. 

In 1932 there was published the Report by the Committee to 
Study Compensation for Automobile Accidents to the Columbia 
University Council for Research in the Social Sciences. That 
Committee made case studies between Dec. 13, 1929, and Mar. 7, 
1931, of a total of 8,849 cases of personal injuries occuring mainly 
during 1929 in six cities and four town, rural, and suburban com- 
munities in six states: Massachusetts, Connecticut, New York, 
Pennsylvania, Indiana, and California. “Each case was inves- 
tigated by a personal interview with the injured person or with 
a member of his household who could give reliable data.” In 
1,448 of these cases the insurance status of the motorist was, for 
■\jarious reasons, unknown. In 860, the data on losses were 
insufficient or the injured received workmen’s compensation; 85 
cases involved only disfigurement and were not separately 
studied; 1,494 cases involved disabilities of one day or less. The 
remaining 4,962 cases were used as the basis of conclusions with 
respect to receipt, adequacy, and promptness of compensation. 
They included 3,926 cases of temporary disability, 499 cases of 
permanent disability, and 537 fatal cases. 

Of the temporary disability cases, 541 were not yet settled. In 
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2,461 of the closed cases the motorist was insured, in the other 
924 cases he was not. The proportions of the cases in which 
compensation had been received was: insured 86 per cent, non- 
insured 27 per cent. The proportion of these cases in which losses 
were covered by the net amount received was: insured 69 per cent, 
noninsured 11 per cent. In 63 cases (54 insured, 9 noninsured) 
the amount of compensation was unknown. In both groups, the 
larger the amount of loss, the smaller was the ratio of payment 
received to the loss, but the proportion fully paid by the non- 
insured motorist fell off more rapidly. 

Of the permanent disability cases, 282 (192 insured, 90 non- 
insured) were closed. The proportion of these cases in which 
some payment had been made was: insured 96 per cent, noninsured 
21 per cent. In cases of permanent disability it is difficult to 
appraise the total loss of the injured. The committee compared 
the amount received to loss (expense and loss of earnings) up to 
the time of investigation in the 250 closed cases (168 insured, 82 
noninsured) in which the amount received was known. The 
amount received failed to cover this amount of the loss in 37 per 
cent of the insured cases and in 95 per cent of the noninsured. 

Of the 537 fatal cases, 192 (154 insured and 38 noninsufed) 
were still open, leaving 345 (190 insured and 155 noninsured) 
closed. Some compensation had been received in 88 per cent of 
the insured cases, but in only 17 per cent of the noninsured, 
despite the large proportion of the insured cases still, open. In 
93 per cent of the noninsured cases either nothing was paid or the 
net receipt was less than the medical expense and cost of funeral! 

Is there not, then a public duty to provide some assurance, to 
the public at large that, if a driver injures anyone, the injured, if 
not at fault, will be indemnified? A substantial property quali- 
fication as a prerequisite to license to own or operate an automo- 
bile would be so repugnant to American ideals that he would be 
bold indeed who would even suggest it. What else is there? 

Compulsory Liability Insurance to Assure Responsibility. — As 
explained in Chap. XII, the liability-insurance policy written by 
American companies, though originally a strict contract of 
indemnity, came to contain a clause giving the claimant against 
the insured a direct claim against the company if a judgment was 
returned unsatisfied because of bankruptcy of the insured. It 
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now promises to pay the claimant direct. If a financially 
irresponsible operator is insured under such a policy, the legal 
rights of the victim are protected to the extent of the limits of 
the policy. It has accordingly been proposed in many states that 
the carrying of such a policy by the owner, or other evidence of 
financial responsibility, be made a prerequisite to the registration 
of any automobile. Bills to that end were first introduced about 
1920 but, up to the present writing, Massachusetts, whose act 
came into effect Jan. 1, 1927, is the only state to adopt such a law 
applicable to all automobiles. Many states and cities require 
such insurance, or an equivalent surety bond, of all common 
carriers by motor vehicles, including interurban lines, taxicab 
companies, and jitney-bus operators, and the Interstate Com- 
merce Commission makes similar requirements of interstate 
carriers. 

The passage of such general compulsory laws has been generally 
vigorously opposed by the representatives of the insurance 
carriers. Inasmuch as such laws will apparently bring them a 
large increase of business, it is pertinent to seek the basis of such 
opposition. 

Basis of Insurance Company Opposition. — ^When the state 
establishes any prerequisite to a right which it has previously 
freely granted its citizens, there is an implied obligation to see 
that the prerequisite is obtainable at the lowest possible expense 
and trouble. No matter how necessary the citizens may feel 
the prerequisite to be, they will strongly insist that this obligation 
be met and use their ballots to enforce that insistence. As to 
required insurance in private carriers, this means rate regulation 
and the setting of a fixed maximum rate. As has been pointed 
out in the discussions of rate making and of state supervision, 
regualtion of rates implies regulation of expenses. It may also 
mean reduction of agent’s commissions. This would appear to 
b4 logical since, the insurance being compulsory, it should not be 
necessary to sill it. But the competition between the agents of 
the several companies is very keen, and it is necessary to solicit 
as before, and also to keep office records of expirations and other 
data in the agency to meet competition. Consequently, the 
agents complain that, with any notable reduction in commissions, 
the result of even the largely increased business will be a very 
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slight increase in their net revenue and may be a reduction. 
For obvious reasons the agents hold a powerful influence over 
home-office officials who tend to defend their interests. 

There is also the fear that the state-approved rates may not 
prove adequate^ and that it will not be possible to correct the 
inadequacy before serious injury is done to the companies. 
The basis of this fear lies in the fact that the state authorities, 
whose rate-making method must pass public scrutiny, insist on a 
statistical basis. It is a notable fact that juries are more liberal, 
both in determining the facts that fix the liability and in awarding 
damages, if a supposedly rich corporation must pay than in the 
case of a private citizen. It is, therefore, anticipated that judg- 
ments will be more frequent and larger, that it will be difficult and 
expensive to settle out of court, and that this will be a progressive 
tendency for some time after such a law becomes effective. If 
these anticipations are realized, the costs for the period for which 
rates are made will be a little more than those of the period used 
as a basis of rates.* Although the state authorities will have no 
desire to produce inadequate rates, they will find great difficulty, 
until such tendencies are clearly evident, in justif3dng the inclu- 

* This fear appears to be well founded. Ralph H. Blanchard has made 
careful and comprehensive studies of the operation of the Massachusetts 
act. He published one study in October, 1936, “Compulsory Motor 
Vehicle Liability Insurance in Massachusetts,” Law and Contemporary 
Problems, Vol. Ill, p. 537. Later he released in mimeograph form a new set 
of data covering the period from 1927 to 1938, inclusive. In one table are 
shown for each policy year the incurred losses and the provision for losses in 
the rates. Only in the policy years 1932, 1936, and 1938 was the provision 
adequate. Over the 12-year period, the aggregate losses were $182,931,391 
and the provision for them in the rates was $169,864,769, The deficiency 
$13,066,622 was 8 per cent. In only one year (1936) was the provision in 
the rates adequate for stock-company expenses. Most of the time the 
average stock-company expense was about 103 per cent of that provided for 
in the rates. 

Other sources show that political pressure was put on the Commissioner 
to keep rates low, and efforts were made by various local authorities to obtain 
rearrangement of rate areas to reduce the rates applicable to cars garaged 
in their respective towns and cities. 

Despite the inadequacy of the rates, no important carrier ceased writing 
the business. The losses were not disastrous to any reputable carrier. 

* Blanchard’s data show the following comparisons as to average loss 
cost and claim frequency: 
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sion of factors for them, as there would be public criticism that 
the rates were based on the fears of the underwriters rather than 
on statistical data. 

In the case of workmen’s compensation, it is essential that each 
industry required for the needs of the community be able to 
secure the required insurance at a reasonable cost. The same 
argument may not apply with equal logical force in the case of 
bodily-injury liability insurance for automobile operators, since 
not always is the privilege of operating an automobile, by a partic- 


Percentage Changes in Average Loss Cost per Car 
1927-1928 (inclusive) 



Per Cent 

Massachusetts (stock and mutual) 

Stock companies in 10 states with large automobile registration* 
Stock companies (country- wide, except Massachusetts) 

+ 12 
-10 
-11 

* California, Connecticut, Illinois, Missouri, New Jersey, New York, Ohio, Pennsylvania, 
Virginia, and Wisconsin. 

1930-1938 (inclusive) 

Massachusetts (stock and mutual) 

Five states! (stock and mutual) ... 

- 5 
-27 


t New Hampshire, New York, North Carolina, Texas, and Virginia. 


Percentage Changes in Average Claim Cost and Fri^quency 
1927-1938 (inclusive) 



Country-wide 




except 

Massachusetts* 

Ten states* 


Average cost per claim 

+14 

+18 

-12 

Claim frequency 

-21 

-24 

+33 


* Stock company figures, 
t Stock and mutual figures. 


Apparently the compulsory insurance law has led to the presentation of a 
great proportion of small claims. If the injured does not know or, at least, 
believe that a motorist is insured, he may not consider it worth while to 
present a claim. Hence, probably the lower claim frequency outside 
Massachusetts. Increased frequency of small claims tends to reduce the 
average cost per claim. The figures in the first two tables seem to indicate 
more large as well as small claims during the first 2 years of the act. 
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ular citizen, a necessity to his earning a livelihood, ‘ or to the well- 
being of the community. Indeed, it is to the interest of the 
community that certain drivers be denied the use of the roads, 
and it is one argument for compulsory insurance that reck- 
less drivers, unable to get insurance, will be driven from the road. 
But citizens, while acquiescing in the general theory, think in 
terms of their personal affairs and are unwilling to take the chance 
of being themselves deprived of the privilege arbitrarily by the 
action of a private corporation, or a group of private corporations, 
“just because they have had a little hard luck.” So a new princi- 
ple has been introduced into insurance practice in the Massachu- 
setts law and in other proposed laws, the requirement to issue a 
policy unless satisfactory reasons why it should not be issued can 
be shown to a public commission. As every underwriter knows, 
moral hazards are real and have been very costly. But the irony 
of the situation is that often the worst moral hazards are those it is 
most difficult to present to a public commission so as to win 
their approval of the rejection. Furthermore there is always the 
danger of effective political pressure from the rejected applicant. 
The author is not familiar with the details of cases brought before 
the Massachusetts board or the reasons for its decisions, but the 
companies have been sustained in less than one-third of the cases 
brought before it.^ On Nov. 15, 1939, the Massachusetts Auto- 

^ It is becoming increasingly so in the case of carpenters, masons, and 
some similar trades in which the mechanic must carry his tools with him 
to his job, and even for others with the present tendency for increased 
suburban residence. 

2 Blanchard also gives data on this point. Figures for the years prior to 
1930 arc incomplete. For the 10-ycar period, 1930-1939, there were 35,159 
complaints to the board on account of cancellations. 

These were disposed of as follows: 


- ■! 

Cancellations 

Number 

Per cent 

Sustained 

12,467 

36 

Annulled * 

17,677 


Dismissed 

1,762 

5 - 

Continued 

3,253 

9 

Total 

35,159 



* 12,731 (36 per cent) “reinstated by the carrier." Did the carrier foresee that the com- 
plaint would be sustained anyway? 

During the same period there were 15,577 -complaints on account of 
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mobile Rating and Accident Prevention Bureau adopted an 
assigned risk pool,^ beginning its operation with policy year 1940. 

Lastly, there is always the threat of a state fund, either as a 
competitor or as a monopolistic carrier to the exclusion of the 
private carriers. Many a conservative businessman who would 
most vigorously oppose the entrance of the state into the busi- 
ness of transporting or manufacturing, or even direct construc- 
tion and repair of its own roads by day labor rather than through 
a private contractor, has no such feeling toward its taking over 
the insurance function. This can be explained partly by the 
fact that other activities seems more like an invasion of his 
own field and means of livelihood, partly by the records of graft 
and inefficiency in previous government experiments, and partly 
by ill will toward the insurance carriers, who, in his opinion, 
overcharge and underpay. The average businessman has not 
studied the insurance business and fails to understand its opera- 
tions or the terms of insurance contracts. 


refusal of insurance. These were disposed of as follows: 



■ 1 

Number 

Per cent 

Refusal sustained 

2,739 

18 

Not sustained 

2,524 

16 

Dismissed* 

10,302 

66 

Continued 

12 

0 

Total 

15,577 

100 


♦ 6068 (39 per cent) listed as “carrier agrees to issue." 

Figures for appeals to the courts were not available for years prior to 
1937. For the 3-year period, 1937-1939, there were 498 appeals, disposed 
of as follows: 


# 

Number 

Per cent 

Board action affirmed 

238 

48 

Reversed 

192 

38 

Otherwise disposed of 

68 

14 

Total 

498 

100 


‘ See pp. 807n. 
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Although the above are the real grounds of opposition of the 
insurance interests, obviously such a presentation of the case 
would gain little sympathy from the public at large, and open 
opposition has been based on other grounds. Some of these are 
valid objections from the standpoint of the public and should be 
examined. 

Objections Purportedly from the Standpoint of the Public. — 

The objection to compulsory insurance claimed to be most serious 
rests on the alleged inadequacy of the proposal. It is exceedingly 
difiScult to enforce as to the occasionally visiting car. In a state 
that is interested in promoting tourist travel it will be deemed 
undesirable to impose conditions which will divert that travel. 
If those conditions are not imposed, 

1. There is discrimination against the state’s own citizens. 

2. There is still an uncovered field for accidents, viz., those 
arising out of the operation of visiting cars. 

Lack of uniformity among the states in their requirements 
may become a burden on the motoring public. These are 
important details but do not reach to the principle involved. 
Further along this line, it is pointed out that such laws require 
only that the policy cover operation on public highways, and that 
accidents on private ways such as gasoline filling stations need 
not be covered. Probably, however, the ofiicials approving the 
form would not insist that it be limited to the required territory, 
and competition and other forces would lead to the more general 
coverage. 

A liability policy, even the most liberal form, covers only 
the insured owner and those operating the car with his permission. 
Many of the most serious injuries are caused by the operation of 
stolen cars, which would not be covered. Unless the hit-and- 
run driver is apprehended or his car identified, there could be no 
recovery by the victim, because it could not be ascertained what 
insurance carrier was liable. 

The liability policy is primarily an insured’s defense policy, 
and it is necessary to establish negilgence in order to enforce a 
claim. Not only is this so but, unless the law of negligence is 
changed, the burden will still be on the victim to establish 
himself as free of negligence. Accidents rarely happen when 
cars are moving slowly, and even the trained eye of the pro- 
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fessional baseball player misgauges the flight of a pitched ball. 
Can casual witnesses be expected to do better? Unless their 
statements are obtainable instantly, there is great hkelihood of 
varying interpretations due to reflection and emotion. And in 
the case of two-car collisions, the matter becomes more compli- 
cated. It is said that damage suits are the greatest incentives 
to perjury in American life, and the remark probably applies with 
equal force to both sides of the case. 

Along with the question whether the scheme can reach all the 
needs, goes the fact that greater assurance of recovery will 
promote more suits, and that the cases, all being handled by 
specialists, will be more skillfully defended. Greater congestion 
of the courts may well be looked for. 

It is also alleged that there will be more improper cases, 
“guest" cases and others, and that juries will be more likely to 
allow damages. 

All these objections appear to be serious, and to merit due con- 
sideration but do not answer the compelling argument, supported 
by the data quoted on pages 580-591, that there is need of some 
means of assuring that the innocent victim of an automobile 
accident should be properly cared for and indemnified. 

Prevention of Accidents More Important than Indemnity. — 
This book has fallen short of its purpose if it has not made 
plain long since that insurance merely eliminates risk, but 
leaves the actual loss as a community burden, though the individ- 
uals and organizations engaged in the insurance business strongly 
endeavor to minimize the actual loss. Prevention of loss is 
always preferable to indemnification of those suffering from pre- 
ventable loss. Especially is this so when the loss involves human 
suffering for which no monetary indemnity can compensate. It 
is, therefore, argued that, when the question of assuring financial 
r^ponsibihty is given such prominence as in the present case, 
the problem js being attacked from the wrong side. What 
should be done Is to prevent all possible accidents and then con- 
sider the securing of indemnity, if that is necessary. This 
approach seems equally faulty. It has already been pointed out 
that not all accidents can be prevented, and that it is unfair to 
the victims to postpone all consideration of indemnity until the 
maximum of prevention has been accompolished, especially when 
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it is realized that a little more can always be done, so that the 
maximum is never attained. Both programs can, and should, go 
forward together; they are complementary, not antagonistic. 
It is, however, most important that the method of providing 
indemnity shall not impede or impair the preventive effort. 
From this point of view certain other arguments should be 
considered. 

It is alleged that the fact of insurance and the freedom from 
direct financial responsibility will encourage recklessness, which 
will not be curbed by the fear of refusal to renew the insurance, 
because business and political pressure may be brought to bear 
to force renewal. The argument appears to have little merit. 

Alternative Suggestions. — ^To meet the various objections just 
raised,' several alternative plans have been proposed, none of 
which are wholly without merit but each of which is subject to 
more or less criticism from one or several points of view. 

All but two of the alternatives have, after a brief discussion, 
ceased to receive the attention of the public. Two appear to 
warrant attention here; financial responsibility laws and a com- 
pensation plan. The former have been advocated by the Ameri- 
can Automobile Association which in 1928 prepared a draft of 
such a law and revised it in 1930. ^ They have also received the 
support of the insurance interests. The latter has been advo- 
cated by many different interests, the most prominent and 
persuasive being the Committee to Study Compensation for 
Automobile Accidents composed of lawyers and judges and 
assisted by experts in insurance and other fields, appointed by 
the Columbia University Council for Reaserch in the Social 
Sciences. No state has adopted the compensation plan. 

Financial Responsibility Laws. — Financial responsibility laws 
have been adopted in all but 13 states and in all of the Canadian 
provinces, except Quebec. The laws seem to follow Theodore 
Roosevelt’s admonition, “Speak softly but carry a big stick.” 
Generally they fall into one of three groups: 

1. Those which require suspension of an operator’s license or 
registration, or both, unless proof of financial responsibility for 
the future is filed, in case of failure to pay a final judgment or 


^ With subsequent amendments. 
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conviction of certain traffic violations, but without requiring the 
satisfaction of any outstanding judgment. 

This form of law is the most lenient. It is in effect in only one 
state — Connecticut. 

2. Those which require suspension of an operator’s license or 
registration, or both, in case of failure to pay final judgment, 
until the judgment is satisfied and proof for the future is filed; 
also commonly in case of conviction for violation of certain 
traffic regulations. 

This is the most common type of law. 

3. Those which require suspension of operator’s license or 
registration, or both, within a specified time, e.g., 10 days, when 
the operator is involved in any way in an accident resulting in 
bodily injury or damage to property in excess of a certain amount 
unless the operator or owner or both (a) has previously furnished 
or immediately furnishes security in an amount deemed necessary, 
up to $5,000 for injury to a single person, or $10,000 for a single 
accident, and $1,000 for property damage, to cover such damages 
arising out of the accident as the person may be responsible for, 
and (b) furnishes proof up to the same limits for the future. 
Conviction for violation of certain traffic regulations invokes the 
same requirement. 

This type of law, the most recent and most rigid, is in effect 
in six states. 

As to financial-responsibility laws, in general, it has been said 
they are “based on the assumption that ‘Every dog is entitled to 
one bite’ and if either we are the victims or the dog is mad, that 
is one too many.”^ 

Of course, it is easier to get insurance before it is required, and 
such laws do probably promote fuller insurance of the motoring 
public but not so full as a genuine compulsory-insurance law. 
Tke carriers do not like to issue the required insurance after it is 
required but, fb'head off the demand for a state insurance fund to 
furnish the insurance, they do so in most cases. In most states 
assigned-risk pools have been organized. 

Compensation Plan. — As its name implies, the compensation 
proposal is to apply to automobile accidents the same principle as 

‘ Transactions of the Commonwealth Club of California, Vol. XXI, p. 200 
(1926). 
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is applied to industrial accidents by workmen’s compensation 
laws. That is, the plan proposes to impose on the owner of a 
motor vehicle a limited liability without regard to fault. The 
owner of any vehicle that causes disability or death must pay 
compensation if the vehicle at the time of the accident was driven 
by him or by another with his consent. 

The benefits to be provided are similar to those under the 
compensation law. For professional and businessmen profits 
are to be taken in lieu of wages and for housewives wages are 
to be assumed to be the same as those paid for similar work at the 
time and place of their occupation. For permanently unem- 
ployed persons, unemployed minors, and studends over nineteen, 
the minimum compensation is to be taken. Maximum and 
minimum limits of benefits are to be set at about the same points 
as in the workmen’s compensation laws. 

The compensation is to be made the exclusive remedy. 
Insurance is to be compulsory. Special provisions are sug- 
gested to settle the liability in the case of collision between 
cars. 

Bills to provide for such a system have been introduced in 
the legislatures of several states but none have yet been passed. 
It is stated that liability is imposed without fault by the laws of 
Finland, Norway, and Denmark.* 

The Columbia Committee came to advocate such a solution 
of the problem after a survey in several parts of the country of the 
operation of the negligence liability laws. These studies showed 
heavy congestion in the courts due to the liability cases with 
consequent cost to the public. More important was the evidence 
produced that, where insurance is carried under the present 
system, the tendency is for the cases of temporary and minor 
permanent injuries to be more than compensated and for the 
recoveries in the serious cases to be woefully inadequate and long 
delayed. The settlements were larger when the motorist carried 
insurance than when he did not. 

Briefly, the criticism of the liability system is the same as 
that of the employers’ liability system.* 

* Report of Committee to Study Compensation for AutomobUe Accidents, 

p. 112. 

‘ Ibid., Chaps. I-V. 
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The two most important objections raised to the proposal seem 
to be 

1. That the relation of employer and employee which makes 
workmen’s compensation laws workable and which gives the 
employers the opportunity to improve working conditions and 
make them safer is absent in this case. 

2. That the compensation is very inadequate in the case of 
those in the higher income brackets, professional and business 
people. Despite the grossest negligence of the motorist who 
injured them, they would have no other redress. To give it 
would break down the whole system. 

To the author, perhaps because he is in the latter class and 
is also an occasional motorist, no really satisfactory solution of 
’the problem has yet been presented. One of his colleagues has 
suggested that, if the compensation plan is adopted, all those 
whose earning power is such that the benefits under the plan 
would not be adequate to their standard of living should certainly 
protect themselves and their dependents by adequate life and 
accident disability insurance. In the light of the evidence as to 
the proportion of irresponsible motorists, even in states having 
financial-responsibility laws, that would appear to be good advice 
regardless of whether or not a compensation plan replaces the 
negligence law. 

The author is not wedded to any of the proposals reviewed, 
seeing merits and defects in all. He is, however, firmly con- 
vinced that action must and will be taken in the near future, and 
that it will be futile if not fatal to any group or interest, insurance 
carriers, automobile dealers, manufacturers, or others to attempt 
selfishly to prevent or unduly delay action in the purported hope 
of a perfect solution. Tn the absence of a compensation plaji, it 
would appear that improvement in the present method of assess- 
ing damages b5^»a more accurate and speedy determination of 
liability and of the amount of damages is imperative. Realloca- 
tion of costs resulting from compulsory insurance and improve- 
ment of administration of the liability should not be confused 
with the idea of increasing the costs. Increased cost would 
result only if the damages Awarded exceeded the victim’s 
loss. 
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SUMMARY 

1. A large number of persons are injured by automobiles, the 
owners of which are unable to pay indemnity. 

2. Attention to prevention of reckless driving may reduce the 
dimensions of the problem created by such injuries but will not 
eliminate it. 

3. Compulsory liability insurance has been suggested as a 
remedy and is being tried in Massachusetts. 

a. There is strong opposition to this system from those in 
the insurance business, partly on selfish grounds. 

b. There are serious defects in the system as a complete 
remedy. 

4. Prevention of accidents is more important than indemnify- 
ing the victim, and any proposal for the latter must not impede 
but should encourage the former. 

5. A number of alternative plans have been presented, includ- 

ing one of substituting the compensation principle for the action 
in tort. , 

6. All proposals have both merits and defects. 

7. It is probable that, in the near future, the remaining states 
will enact some law to meet the problem, as it is pressing too 
strongly on public attention to be put aside. 

8. The automobile itself, by facilitating communication and 
by bringing the same individual in a short time under the laws of 
several states, will probably be a strong force toward ultimate 
uniformity. 
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CHAPTER XXXI 

INSURANCE ;N SOCIAL EVOLUTION 

Having defined the field of insurance, established the funda- 
mental principle on which it operates, and reviewed briefly 
present applications of that principle, it is the purpose of this 
closing chapter to survey the record and fix the place of the 
institution in the evolving social order. In such a survey should 
be found the orientation and guiding principles for the conduct 
of those in responsible charge of our present business in its 
broader relations. 

Ever-widening Field for the Application of the Insurance 
Principle. — The first fact that strikes one, on undertaking such 
a survey, is the slow and gradual growth of insurance over the 
centuries, and its rapid expansion in recent years to meet a 
multiplicty of conditions undreamed of a century ago. In its 
first crude application through the respondentia loan among the 
ancient Sumerians, the principle was made to serve for the 
elimination of only one hazard of that day, that of loss by brig- 
andage of goods in transportation. As passed on through the 
Phoenicians, Rhodians, Greeks, Romans, and Medieval Mediterra- 
nean traders, it was transformed to cover the peril of piracy and 
extended to include all the perils of marine transportation. At 
some time in this period, direct insurance took the place of the 
indi rect respondentia loan. N o further extension took place unti I 
the seventeenth century, unless we accept the uncertain evidence 
that life insurance was practiced to some extent among the 
ancient Romans, though mutual-aid organizations, among both 
thfe ancients and the medieval guilds, eliminated some of the risks 
of personal disability. Alter the great London fire of 1666, came 
the application of insurance to the next outstanding peril, fire. 
Early in the next century, after a prelude of speculative insurance 
on the lives of sea captains and other travelers, life insurance 
began. And for more than 100 years, there was little further 
advance. 
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In the latter half of the nineteenth century, modem extension 
began. In the United States, the first of what are now known as 
casualty-insurance companies were established to write personal- 
accident insurance. At first timidly, but later boldly, these 
companies extended coverage to other risks, as reasonable bases 
for the business were found. The fire-insurance carriers added 
the tornado and other property lines. Abroad, the cmde and 
limited mutual-aid associations were brought into the great social- 
insurance systems. 

Field Not Yet Fully Covered. — There yet remain many fields 
into which insurance has ventured httle, if at all. The field of 
aviation insurance, for example, is yet in the developmental stage. 
A still more important, though less spectacular, field is that of 
agricultural insurance. So far ventures in that field have not 
been successful.* But it should not remain indefinitely without 
coverage. The farmer is exposed to many risks which he must 
still carry alone; drought, insect, and other pests, excessive 
moisture, and many other causes of crop failure, as well as 
adverse market fluctuations. The difficulty has been to confine 
the risk transferred to, and assumed by, the carrier to real risks, 
without making it possible to unload on the carrier the conse- 
quences of the insured’s neglect. A way must, and will be, 
found to accomplish this. But when insurance has covered all 
the fields now known, the limit of extension will not be reached. 
Creation of risk is one of the prices of progress. With progress, 
new risks will arise and insurance will be extended to cover them. 

Insurance Promotes Prevention. — A second fact that strikes 
one reflecting on the growth of insurance is that progress in 
eliminating loss follows the extension of insurance to any field. 
There are several reasons for this. The process of selection by 
the carriers requires that they learn to distinguish differences in 
degree of risk. Inability to get insurance, once insurance 
becomes available to the community, sharply calls the attention 
of the owner of a bad risk to its defects. He seeks to remedy 

^ Some success is claimed for the Russian state insurance of co-Operatives 
in this field. See Rtonikoff, S. A., “Insurance in the U.S.S.R.” Harvard 
Business Review, Vol. XIV, pp. 

The United States is at present tr^ng out crop insurance in a limited 
way. See pp. 300-301. 
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them so that he may qualify. Or, if his rate is higher than his 
neighbor’s or competitor’s, he seeks to improve his risk so that 
he may enjoy as low a rate. With the concentration of losses 
in one sum their importance may be brought home to the com- 
munity, and the saving to be made by their prevention made 
evident. Once the risk has been transferred to the carrier, any 
reduction represents clear financial gain to it, which furnishes an 
incentive to stimulate safety education, even though the rate 
may later be reduced. Service in the prevention of loss is also a 
recognized competitive appeal. 

This tendency of insurance to promote the elimination of the 
causes of risk and loss led the late Josiah Royce, Professor of 
Philosophy at Harvard University, to suggest that perhaps, 
through some international application of the insurance principle, 
the risk of war might be banished.^ Professor Royce had no 
detailed plan in mind, but the suggestion of the idea near the 
outbreak of First World War was striking evidence of recognition 
of this influence of insurance. 

Insurance Must Be Sold or Its Purchase Compelled. — Since 
the first cave man maintained his precarious existence, human 
life has been full of risk. A life entirely devoid of risk is unthink- 
able. The acceptance of risks is a part of our nature, much 
though we shudder when first confronted with a new one. 
Adjusted to a risk, we learn to close our eyes to it, ignore it, and 
even when, later, the opportunity is available to transfer and be 
rid of it, we do not run to seize it. We are indifferent. The 
transfer must be forced upon us, or we must be persuaded to it. 
For the transfer involves cost, present sacrifice and, if we have 
steeled ourselves to forget and ignore the risk, we have to have its 
existence again forced upon our attention that we may realize that 
ii^surance represents a quid pro quo. 

These observations are apparently contradicted by instances 
where the deihand for insurance arises before it is offered, such 
a demand as is implied iuvthe assertion quoted in an earlier 
chapter that the development of aerial transportation was 
retarded by inability to procure adequate insutanee. These, 
however, are only apparent contradictions.' There were avia- 
tion enthusiasts before any insurance against its perils was 

* Boycb, Josiah, “War and Insurance." 
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available, and even when participation in aeronautics suspended 
the coverage of life-insurance policies during such participation. 
Commercial development of aeronautics requires capital and 
credit. The traditional conservatism of capital and credit and 
the demand for security were stressed in the first part of this book. 
In commercial ventures the pressure of lenders for security 
emphasizes the risk and forces insurance. 

Where the pressure of lenders does not aco as an impelling 
force, some other means of persuasion or compulsion is necessary 
to procure the carrying of insurance. It has already been pointed 
out that life insurance must be sold, and that almost all men 
carry far less life insurance than will serve to give adequate 
protection to their dependents. Where it is commercially 
feasible, salesmanship is used. By commercially feasible is 
meant a condition where enough insurance can be sold to obtain 
a reasonable spread of risks, at rates that will pay selling cost. 
Thus, rates for industrial life insurance ai’e much higher per dollar 
of insurance than for ordinary-life insurance, because of high 
expenses. Yet the soliciting agents do not receive large incomes. 
Indeed, there has been grave criticism of their low average 
earnings. Much higher rates could not be collected, however, 
and an adequate volume of business written, even though better 
salesmen could be secured for higher rewards. Where it is not 
commercially feasible to use salesmanship, commercial insurance 
does not enter, and even the most efficient salesmanship cannot 
sell to the entire population exposed to risk. 

To reach the mass of the population, compulsion by the state 
is necessary. Thus we are led back to the subject matter of the 
two preceding chapters: the use of compulsory insurance in state 
policy. The objections to compulsory automobile-liability 
insurance were discussed at some length in the last chapter, but 
little has been said of the objections raised to social insurance. 

Objection to Social Insurance as Paternalism, Socialism. — 
The most common objection in the United States to proposals 
for the introduction of social-insurance systems is that they are 
paternalistic, contrary to the spirit of our people, and that 
paternalism stifles individual initiative, the cause of our growth 
and progress. Let it be admitted that such schemes are paternal- 
istic. Let it also be admitted that difficulty develops, if it 
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does not generate, initiative, and that ease and luxury deaden 
it. Is not a limitation on this last proposition necessary? Is 
it not possible that the obstacles to be overcome may be so great 
' as to stifle hope and kill initiative? Certainly, hope and ambi- 
tion are the mainspring of initiative. Even under the most 
complete system of social insurance, are conditions made so 
easy as to remove all stimulus to initiative? It must be admitted 
that the removal of such risks as are covered by social insurance 
makes life more bearable for those who cannot otherwise improve 
their status. If this were not so, there would be nothing accom- 
plished by its introduction. Is it reasonable to believe that this 
much improvement in conditions would satisfy a soul like that of 
Thomas Edison, or Henry Ford, or those others whose efforts to 
better themselves have made life better for all and helped to 
build our greatness? 

Is it more paternalistic to protect the working classes of our 
citizens by compulsory social insurance than to promote certain 
of our industries by protective tariffs, to stimulate railroad 
building by grants of land, or to advance the progress of aviation 
by granting remunerative contracts for carrying mail? It may 
be answered that social-insurance schemes, by compelling the 
individual to act for his own good, aim to protect him aganist 
himself, against his own negligence, and that this is class legislar 
tion. It may be granted. Our whole system of supervision of 
insurance, not to speak of pure-food laws and many other regula- 
tions, is designed to protect us against our own negligence. 
And certainly such measures are no more class legislation than 
the tariffs, bounties, and subsidies previously noted, though the 
fact that the major benefits may inure to special classes is to a 
greater extent concealed in the latter cases. If the conclusion 
is that our whole government has been too paternalistic and is 
befcoming more so, the objection is transferred from a specific 
scheme to a gftieral policy, debate of which passes beyond the 
scope of this book. 

It is also objected that such schemes are socialistic. Probably 
no word is more misused in the United States, or used with a more 
vague meaning, than “socialism” and its derivatives. Yet it 
must be admitted that support of social insurance is a part of 
the program of the state socialist parties abroad, and to that 
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extent the charge may stand. Does so branding the proposal 
damn it? With those to whom the word is anathema, yes. 
But if its principles or practices do not lead to evil results, the 
thinking man should not so condemn it. Many things now 
generally admitted as highly desirable, and not in conflict with 
our realization of individual well-being, have been so condemned. 
Among examples that might be cited are municipally owned 
waterworks and other utilities. 

Objections to the State as the Insurance Carrier. — Private 
insurance interests are generally opposed to state-managed 
insurance.- If private enterprises are already in the field and 
have built up a substantial organization that can well serve the 
desired ends, it might be desirable to utilize these organizations, 
as England has done in administering her health-insurance system 
through the Friendly Societies. If private enterprise has not 
entered the field, the complainants have little standing in plead- 
ing vested rights before the bar of public opinion, but they should 
be permitted to show that they can serve the need better than 
the government. Even in the first case, it would appear that 
it should be shown that public interests will not suffer through the 
use of the existing agencies. That is, that they will not suffer 
in the sense not only that present conditions will not be made 
worse, but also that improvement will not be prevented. The 
existence of private interests in the collection of taxes did not 
preclude the abandonment of the practice of farming out the 
revenues, even though in an earlier time public interest may have 
been better served by that method. The existence of private 
educational institutions has not been allowed to prevent the 
establishment of public school systems. 

The arguments based on the inefficiency of public services, 
and the tendency to bureaucracy and political manipulation 
under the spoils system, should have due consideration in deter- 
mining whether state funds, or other types of carriers, are to 
be preferred as the means of applying the insurance principle 
to particular conditions. But in this connection such ineffi- 
ciencies as inhere in these other types must also be given due 
weight. 

These last observations lead to the further question whether 
it is reasonable to suppose that any one type of arrangement 
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may be considered best for all conditions. Unfortunately, 
sufficient experience is not available to give a determinative 
answer, but there are some facts. On the one hand, during the 
World Wars, risks arose from marine hazards and the hazards 
of death and disability to the members of the armed forces, which 
Averc too great for the existing insurance facilities to handle or 
for private enterprise to be Avilling to provide for. It Avas 
necessary to arrange for government bureaus to care for them. 
There are then limits beyond Avhich private enterprise is not 
adapted to serve. On the other side, Ave have the state experi- 
ments in voluntary life insurance in Wisconsin, and in voluntary 
hail insurance in other states which have had, at best, dubious 
results, though the semicompuslory hail fund in North Dakota 
seems to have been successful. These cases appear to indicate 
that there are limits to the satisfactory operation of government 
bureaus. In general, it appears reasonable to say that, Avhere 
fine distinction in hazard must be recognized or Avhen insurance 
must be sold, government bureaus could hardly be expected to 
function Avell. 

From the standpoint of the public, it Avould appear that the 
same rule should govern the furnishing of insurance service as is 
applied to other public needs. Those things Avhich can best bo 
done by private enterprise should be left to private enterprise, 
and those Avhich can best be done by the state should be done by 
the state. There appears to be no valid objection to the state 
serving as an insurance carrier, other than that private enterprise 
can give better service, not merely to selected individuals but 
in the interest of the entire public. Where these limits lie can 
be known only from experience. It seems reasonable to sup- 
pose that those European governments Avere right Avhich found 
that certain parts of their social-insurance programs required the 
services of public or quasi-public institutions. It does not 
seem to folloAv tfhet the entrance of the government as the carrier 
in these fields Avill lead to its activities being further extended. 
Such Avas not the case in Germany (where social insurance as a 
state policy was most developed) prior to the accession to power 
of the National Socialist party. 

Insurable Risks Arise Only in Indmdualistic Societies. — The 
most fearful see in compulsory-insurance proposals the bogey of 
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communism. It is worth while to examine the matter from this 
angle. A very little reflection indicates a fundamental conflict 
between insurance and communism, perhaps because, in a sense, 
communism is insurance. A communistic society may suffer 
serious losses, but the individual in a fully communistic society* 
is not subject to any risk to which the whole society is not also 
subject. If he has nothing of his o^vn he has no risk, for he has 
nothing to lose. As to many things the society has no risk, or 
at least no insurable risk for, all property being held in common, 
the risk is eliminated by combination, and certainty of loss takes 
its place. If hazards are so low that, over the whole community, 
there is no regularity in the occurrence of losses, then the whole 
community is subject to risk, but no internal insurance would 
avail. Several communistic societies might insure each other, 
but a more logical action would be a wider communism. The 
mechanics by which the communistic society may provide for 
the use of its common properties and the replacement of losses 
constitute a problem that need not be considered here. The 
essential point to be made here is that individual ownership of 
the value that may be lost is an element of the risk with which 
insurance deals. 

Insurance a Defense against Revolutionary Commimism. — 

Communism has been a characteristic of abstract ideal com- 
munities described by philosophers in seeking the perfect state, 
but with little expectation of their realization by human beings 
within measurable time. Experiments with communistic settle- 
ments have been tried by philanthropists as examples, which it 
was hoped might prove so alluring as to lead the world to a 
better order. But neither the philosopher nor the philanthropist 
has been militant, though they may have inspired the militant. 

The militant communist is he who has nothing to lose, or the 
idealistic fanatic who becomes imbued with the miseries of the 
lowest economic class. For them there is everything to gain 
and nothing to lose by the revolutionary drive, save perhaps life 
itself, which has been so hard. Possession of property and 

1 Since Russia is not a fully communistic society, there is state insurance 
of property, partly compulsory and partly voluntary (supplementary), 
and of the risks of the cooperatives and their members. See Rybnikoff. 
op. cit. 



612 


WSVltANCE 


recognized rights makes us all conservative. If, as has been 
alleged with much truth, losses from risks to which the border- 
line economic classes are exposed constantly press them down 
into the pauper class, the proletariat of communistic theory, 
then does not the removal of those risks tend to cut off the sup- 
ply of recruits to the cause of militant revolutionary communism? 
This argument has been advanced primarily as an exposition of 
the service of insurance by private carriers, and it seems to this 
author, with merit. The argument applies more strongly to 
social insurance, insofar as a complete system removes the hazard 
from a larger number. 

Social Obligation of Private Insurance. — If the foregoing 
reasoning is sound, there appear to arise from it certain guiding 
principles to be followed by those charged with responsiblity for 
the conduct of the insurance business in the future. 

First, it would appear that they should look upon their busi- 
ness, not as a private enterprise that should be so managed 
as to produce a maximum of profit for the proprietors, but 
rather as a trust committed to them for the service of the public, 
to be performed on the best possible terms and at the lowest cost 
consistent with proper service and fair remuneration to capital, 
labor, and management. What that fair remuneration may be, 
must be determined by the rewards paid in other activities. It 
may be remarked in passing that this principle of fair remunera- 
tion has been adopted by the courts in cases involving rates for 
public utilities, though they have foipid much diflaculty in 
applying it. 

Second, a principle implied in the first, that they should seek 
to extend their facilities to meet the needs of the public as rapidly 
as those needs develop and are recognized, and as the proper 
basis for rates and underwriting may be found. This 
seehis to be the policy followed at present by the business as a 
whole. • , 

Third, perhaps also implied in the first, where they are not 
prepared fully to meet public needs for risk bearing and cannot 
prepare satisfactorily so to do, they should not oppose the setting 
up of other suitable agencies lest the example lead to further 
extensions of these agencies to the detriment of the interests in 
their charge. This is a difficult position to take since proprietary 
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interests usually consider it disloyal. Yet, in the long run, 
failure to do so may mean more serious difficulties. 

Fourth, again a corollary of the first but harder to apply, if 
private insurance is entered on a field which apparently can be 
better served by public funds, it should arrange suitably to 
abandon that field to public carriers and concentrate its atten- 
tion on those whom it can best serve. This case has not arisen 
and may never arise. The consequences of failure to recognize 
it, and so to act when it arises, will be public disfavor in a degree 
proportionate to the seriousness of the case. 

There appears no ground for fearing that within any reasonable 
time in the future well-conducted private insurance will be driven 
from the field. 

All engaged in the business and honestly performing their part 
may feel keen satisfaction in being engaged in public service, 
second to none in importance and responsibility and in its contri' 
bution to the general welfare. 

SUMMARY 

1. The field of application of insurance has been ever widen- 
ing, especially in recent years. 

2. The field is not yet fully covered. 

3. Insurance promotes prevention. 

4. External pressure or persuasion is necessary to bring the 
individual to take insurance. 

5. Where it is essential that insurance be carried and pressure 
of lenders or salesmanship cannot bring it about, compulsion is 
indicated. 

6. Social insurance has been objected to as paternalistic, 
socialistic, and un-American, but examination shows that it is no 
more paternalistic or socialistic than many other measures that 
have been adopted, and that it may be accurate to say that it is 
in accord Avith the evolving American spirit. 

7. Serious objections are raised to the state as an insurance 
carrier. Some of these are purely selfish and some are valid. 
Analjrsis indicates that there are fields for both state and private 
carriers. 
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8. Insurable risks are characteristic of individualistic, but 
not of communistic, societies. 

9. By fostering the economic independence of the individual, 
insurance, including social insurance, is a defense against revolu- 
tionary communism. 

10. Private insurance has social obligations, and its future 
well-being and growth depend upon a clear recognition of those 
obligations, and conduct to correspond. 

11. There appears to be no likelihood that, within any reason- 
able time, well-conducted private insurance will be destroyed. 
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premises, but not trees, shrubs, plants or lawns. 

The insured may apply up to ten per cent (10%) of the amount specified for Item 1 to cover 
private structures appertaining to the above described premises and located thereon but not 
structures used for mercantile, manufacturing or farming purposes, f 



The Insured may apply up to ten per cent (10%) of the amount specified for Item 1 to cover 
rental value as defined in Item 8, but not exceeding one-twelfth (H 2 ) of said ten per cent (10%) 
for each month the above described dwelling or appurtenant private structures (except those 
used for mercantile, manufacturing or farming purposes) or parts thereof are untenantable, t 
♦Item 2. S -ON household and personal property usual or incidental to the occupancy of the premises as a 
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LfOsS) if S'Hy, under Item 2 shall be adjusted with, the Insured spe< 
be payable to him unless other payee is specifically named hereunder. 



♦Item 4. 
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♦Insurance attaches hereunder only to those items for which an amoimt is shown in the space provided therefor and not 
exceeding said amount under such item. 

fit is a condition of this insurance that in the event the Insured elects to apply the 10% optional provisions of Items 1 or 2^ 
this Company shall not be liable for a greater proportion of any loss than would have been the case if gimilar election were 
made under optional provisions of all policies covering the same property. 



Extended Coverage (Perils of Windstorm, Hail, Explosion, Riot, Riot Attending a Strike, Civil Commotion, Aircraft, 
Smoke, Vehicles, Except as Hereinafter Provided) : Coverage against the perils indicated in the above caption in accordance 
with and subject to all the terms and conditions of the Extended Coverage appearing on the reverse side of this form will 
become effective only in consideration of an additional premium next specifically inserted herein. Additional pre mium. 
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Permission Granted: (a) For other insurance; (b) For such use of premises as is usual or incidental to the described 
occupancy; (c) To be unoccupied or vacant without limit of time only if premises described are located within the corporate 
limits of a city, town or village having a paid or volunteer fire department; and, (d) To make alterations, additions and repairs 
and to complete structures in course of construction, and this policy (so far as it applies to building) covers all lumber and 
materials on the premises or adjacent thereto. 
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APPENDIX III 

SPECIAL HAZARD FORM 


Standard Forms Bureau Form 516 (Dec. 1927) 

SPECIAL HAZARD FORM 

On the following described property, all only while situate 


This policy being for $ covers / ths of each of the 

amounts specified and inserted in the blanks immediately preceding the 
following item : 

*1. S On the building occupied as and known 

(State nature of occupancy) 


as 

*2. S On equipment, while contained in above described building, 

*3. $ On stock, while contained in above described building. 

*4. $ On machine shop and/or foundry patterns, while contained in 

above described building. 

*5. S On the building occupied as and known 

(State nature of occupancy) 


as 

*6. $ On equipment, while contained in last above described build- 

ing. 

*7. $ On stock, while contained in last above described building. 

*8, .On machine shop and/or foundry patterns, while contained in 

last above described building. 

*9. i On the building occupied as and known 

(State nature of occupancy) 


as 

*10. S On equipment, while contained in last above described build- 

ing. 

*11. $ On stock, while contained in last above described building. 

*12. t On machine shop and/or foundry patterns, while contained 

in last «bpve described building. 

*13. $ On the building occupied as and known 

(State nature of occupancy) 

as 

*14. $ On equipment, while contained in last above described build- 

ing. 

*16. % On stock, while contained in last above described building. 
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*16. S On machine shop and/or foundry patterns, while contained 

in last above described building. 

*17. $ On 


*18. S On 


*No insurance attaches under any of the above items unless a certain 
amount is specified and inserted in the blank immediately preceding the 
item. ^ 

‘‘Restriction in Case of Specific Insurance.” No article or piece of pec* 
sonal property separately insured for a specific amount under this, or any 
other policy, is covered by this policy except for such specific amount, if 
any, named herein; nor shall this company be liable for loss to personal 
property of others for which the insured is liable by law or shall have specif* 
ically assumed liability, on which insurance is carried by or in the name of 
others than the insured named in this policy. 

Other insurance permitted. 

Loss if any, subject however to all the terms and conditions of this policy, 

payable to 

The provisions printed on the back of this form are hereby referred to and* 

made a part hereof. 

Attached to Policy No of the 

NAME OF COMPANY 

Agency at , Dated 

INSURANCE MAP SPECIAL RATE 

Sheet Page 

Block 

No Line Agent. 

For Other Provisions See Reverse Side of This Rider 

. (Reverse) 

Provisions Referred to in and Made Part of This Rider (No. 616) 

The words ‘^Building^^ ^^Equipment'' ‘‘Stock'" wherever used herein 
shall be construed to cover as follows: 

^ “Building.” On building and its additions (if any) of like construction 
communicating and in contact therewith, including foundations and 
capping and piling immediately thereunder, sidewalks, plumbing, electrical 
wiring and stationary heating and lighting apparatus and fixtures; also on 
all permanent fixtures, awnings, wall and ceiling decorations and frescoes, 
stationary scales, machinery and elevators and equipment belonging to and 
constituting a part of said building; on materials contained therein and/or 
on the ground within one hundred feet thereof for use in constructing addi- 
tions or in making alterations or repairs to the building; and on platforms, 
trestles, gangways and chutes attached thereto and located on the above 
described premises, provided, however, that if same connect with any other 
building, then this insurance, ai^ respects such platforms, trestles, gangways 
and chutes, shall cover only such portion thereof situate on the above 
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described premises) as lies between said insured building and a point midway 
between it and such other building. 

^‘Equipment” On office and other furniture and fixtures; on machinery 
and its foundations and appurtenances, and millwright work pertaining 
thereto not belonging to or constituting a part of building; on dies, imple- 
ments, models, patterns other than machine shop or foundry patterns, pic- 
tures, scientific apparatus, signs, tools and appliances of every description 
used or useful in the business of insured; and on materials, extra parts and 
supplies, provided materials, extra parts and supplies be for equipment or 
maintenance of property described under this item and not included in 
**building'' as above defined or in ‘*stock^’ as below defined; all only while 
contained in, on, or attached to ‘‘building^’ as above defined, and in or on 
cars and vehicles while within 300 feet thereof. 

*‘Stock.” On stock incident to the business, manufactured, in process of 
manufacture, and on all materials and supplies used or useful in the business 
of insured and not included in “building^* ‘‘equipment” as above defined, 
including packages, labels, cases, boxes and all wrapping and packing 
materials, being the property of insured or sold but not removed; and 
(provided the insured shall be liable by law for loss or damage thereto or 
shall have specifically assumed liability therefor), this insurance shall also 
cover merchandise held in trust, or on commission, or left for storage or 
repairs, but loss thereon shall be adjusted with and payable to the insured 
named in this policy; aU only while contained in, on, or attached to “build- 
ing” as above defined, and in or on cars and vehicles while within 300 feet 
thereof. 

^‘Sidewalk Clause.” It is understood that property above described is 
also covered under its respective items, while on and/or under sidewalks, 
platforms, alleyways and open space pertaining to above described building, 
provided such property be located within 25 feet of said building and be not 
otherwise specifically insured. 

“Shutdown.” Subject to the conditions (if any) of this policy regarding 
the maintenance of watchmen, permission is granted for the within described 
property to cease to be operated for a period of sixty days at any one time. 

“Railroad Subrogation Waiver.” It is understood and agreed that any 
release from liability in a written contract entered into, prior to loss here- 
under, by the insured with a railroad company as a condition of obtaining 
aide track or other accommodations, shall in no way affect this policy or the 
rights of the insured to recover hereunder. 

“Pifrmits.” Permission granted to make alteration or repairs to the above 
described building ^pithout limit of time, and to build additions, and if of 
like construction and communicating and in contact therewith, this policy 
shall cover on or in same under its respective items pertaining thereto; 
permission also granted to do such work in said building as the nature of the 
occupancy may require; to work at any and all times; and, when not in 
violation of law or ordinance, to generate illuminating gas or vapor, and to 
keep and use the necessary quantities of all articles, things and materials 
incidental to the business conducted on the premises described herein. 
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^^Lightning Clause.” This policy shall cover any direct loss or damage by 
lightning (meaning thereby the commonly accepted use of the term “light- 
ning'^ and in no case to include loss or damage by cyclone, tornado or 
windstorm) not exceeding the sum insured nor the interest of the insured in 
the property, and subject in all other respects to the terms and conditions 
of this policy; Provided, however, that if there shall be any other insurance 
on said property this company shall be liable only pro rata with such other 
insurance for any direct loss by lightning whether such other insurance be 
against direct loss by lightning or not, 

“Electrical Exemption Clause.” If dynamos, wiring, lamps, motors, 
switches or other electrical appliances or devices are insured by this policy, 
this insurance shall not cover any immediate loss or damage to dynamos, 
exciters, lamps, motors, switches, or any other apparatus for generating, 
utilizing, testing, regulating, or distributing electricity, caused directly 
by electric currents therein whether artificial or natural, including lightning. 
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N.T.S. rOtMllO.ISI 

(SiltlM S«rt ’43) 

PERMIT FOR VACANCY OR UNOCCUPANCY 

In consideration of $ additional premium, permission is hereby given for the building described in thia 

policy to be unoccupied and/or vacant for a period of from the . — ...day of 

19 - . , to the. ... .. - . da> of 19 .at 12 OO o'clock noon. 

Attached to and forming part of Policy No ......of the 

Insurance Company, issued at its N. Y., Agency. 

Dated 19 - ........ — ..J ^ gent 

rOBX lf0.3SS 
(lditloaSepL'43) 
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NEW YORE STANDARD MORTGAGEE CLAUSE 


FORM NO. S39 
(Eaitlon Juac, *43) 


) NEW YORK STANDARD MORTGAGEE CLAUSE 

CIOI UB IN CONNBCnON WITH RMT MOrtOAOS DOEKEST ON UAL ESTATE) 
Loss or damige. If tny. under this policy, shtll be psysble to 


■ ; ■ , ■ mortgsgce (or trustee), 

El interest may appear, and this insurance, as to the interest oi the mortgagee (or trustee) only therein, shall not be invalidated 
by any act Or neglect of the motrtgagor or owner of the within described property, nor by any foreclosure or other proceedings 
or notice of sale relating to the property, nor by any change in the title or ownership of the property, nor by the occupation of 
4he premises for purposes more hazardous than arc permitted by this policy; provided, that in case the mortgagor or owner shall 
neglect to pay any premium due under this policy, the mortgagee (or trustee) shall, on demand, pay the same. 

Ptoinded, also, that the mortgagee (or trustee) shall notify this Company of any change of ownership or occupancy ot 
increase of hazard which shall come to the knowledge of said mortgagee (or trustee), and unless permitted by this policy, it 
shall be noted thereon and the mortgagee (or trustee) shall, on demand, pay the premium for such increased hazard for the 
terra of the use thereof; otherwise this policy shall be null and void. ..... 

This Company reserves the right to cancel this policy at any time as provided by its terms, but in such case this policy 
shall continue in force for the benefit only of the mortgagee (or trustee) for ten days after notice to the mortgagee (or trustee) 
of such cancellation and shall then ceue. and this Company shall have the right, on like notice, to cancel this agreement 

Whenever this Company shall pay the mortgagee (or trustee) any sum for loss or damage under this policy and shall 
claim that, as to the mortgagor or owner, no liability therefor c»sted, this Company shall, to the extent of such payment, be 
tWeupon legally subrogated to all the rights of the party to whom such payment shall be made, under all securities held as 
collateral to the mortgage debt, or may, at its option, pay to the mortgagee (or trustee) the whole principal due or to grow 
due on the mortgage with interest, and shall thereupon receive a full assignment and transfer of the mortgage and of all such 
Other securities; but no subrogatioii shall Impair the right of the mortgagee (or trustee) to recover the full smount of 


Attachod to and foiming part of Policy Ko.. 
tnsuranca Company, issued at its ....^ 


— . N. y., Agency. 


roRM NO. m 

(Edltloa Jane, *4S) 


19 _ 


... Agent. 
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CLEAR SPACE CLAUSE 

FORM NO. 340 
(Iditioa Jaauary '29) 

It is warranted by the insured ^at a clear space of not less than ... _ . feet shall be maintained 

by the insured between the property hereby covered and any manufacturing establishment, and that si^ space not be 

used for any purpose except for transportation purposes aerms such clear space 

Attached to and forming part of Policy No of the . .. . 



Insurance Company, isgued at its N. Y.. Agency 


Dated. 19 

Agent 


APPENDIX VIII 


ir.T.fL 


AUTOMATIC SPRINKLER CLAUSE NO. 1 


rom NO. 510 

(IdttiM J«M *45) 


Th» pollqr being writfen at a rale bue4 on the protection of the premises by the sprinkler system, it is a condition of 
this policy that, in so far as the sprinkler system and water supply therefor are under the control of the insured, due diligence 
shall be used by the insured to mainuin them in complete workini order and that no change shall be made in said system 
or in the water supply therefor unlus immediate notification is given to New York Fire Insurance Rating Organisation Per< 
mission, however, is hereby given in case of break, leakage, or the opening of sprinkler heads, to shut off the water from 
so much of the sprinkler system as may be imperatively necessary, it being a condition of this policy that New York Fire 
Insurance Rating Organisation will be immediately notifiM and the protection restored as promptly as pouiblc. 


Attached to and foiminc of Poli^ No. of the 


Ingumice Gmipany, issued at its. 


N. Y., Agency. 


Dated 

roiM Nano 

(tdlUMjaM^) 


.. .. 19 . . 


-..Agent 







APPENDIX IX 

INVENTORY AND IRON SAFE CLAUSE 


■TANDARD FORMS SURBAU FORM SOS (MAV lAAO) 


INVENTORY AND IRON SAFE CLAUSE. 

<RE«UIRBMBNT TO KBKF ROOKS AND INVKNTORY) 



It ii made a condition of this insurance: 


( t ) That the insured under this policy shall tale an inventory of the stock of merchandise 
hereby insured at least once every twelve months during the term of this policy, and unless such 
inventory has been taken within one year prior to the date of this policy, one shall be taken in 
detail within thirty (30) days thereafter. 

(2) That the insured shall keqp a set of books showing a complete record of business tram* 
acted, including all purchases and-sales both for cash and for credit. 

(3) That the insured shall keep such books and inventory securely locked in a fireproof 
safe at night, and at all times when the store mentioned in the within policy is not actually open 
for business, or in some secure place not exposed to a fire which would destroy the buiknng 
where such business is carried on. 

(4) That in case of loss the insured shall produce such bt^ks and last inventory, and failing 
so to do, the insurance under this policy on stock of merchandise shall be rendered null and voki 

Attached to Policy No. . . of the . . ' . 

NAMI or eOHPANV 

tiiuod to.... ... » 

Afoncy at ... Dated. 

- 

SOS AfWt 

MAV teas 


APPENDIX X 

THREE-FOURTHS VALUE CLAUSE 


STANDARD FORMS SURSAU FORM S4S (MAT Ifsai 

THREE-FOURTHS VALUE CLAUSE 

It is a condition of this insurance that, in event of loss under the item of this 

policy, *this company shall not be liable thereunder for an amount greater than thrw-fourths of 
the actual cash value of the property covered by said item of this policy at the time of such 
loss; and in case of other insurance, whether valid or not, then for only its pro rata proportion of 
such three-fourths value. If more than one item be named herein, this clause shall apply to each 
such item separately. 

Attached to Policy No. of tbo. 


NAMCOCCOMVANV 


Agency at . 




.DtMl... 
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APPENDIX XI 


UNIFORM STANDARD (New PoUcy) FORM NO. 193-L 

(Edition Mar. ’44) 

USE AND OCCUPANCY 

Standard Contribution Form for Manufacturing or Mining Risks 

Attached to and forming part of Policy No..„ 

of the 

NAME OF INSURANCE COMPANY 

issued at its Agency. Dated 19 

CITY OR TOWN STATE 

This policy being for $ covers its pro rata proportion of and on 

the following amounts: 

This policy covers, subject to all its provisions and stipulations, the Use 
and Occupancy of the property described as follows: 


occupied by the Insured as. 
situated 


HERE GIVE STREET NUMBER, OR LOT OR BLOCK NUMBER OR TOWNSHIP, SECTION AND RANGE 

City or Town of State of 

If the building (s) and/or structures and/or machinery and equipment 
and/or Raw Stock contained therein (Strike out '‘and /or Raw Stock, if 
rate used does not contemplate raw stock coverage) be destroyed or damaged 
by fire occurring during the term of this policy so as to necessitate a total 
or partial suspension of business, this Company shall be liable under this 
policy for the ACTUAL LOSS SUSTAINED, for not exceeding such length 
of time as would be required with the exercise of due diligence and dispatch, 
to rebuild, repair or replace such part of the property described as covered 
by this policy as has been destroyed or damaged, commencing with the 
date of the fire and not limited by the date of expiration of this policy, to 
wit: — 

limn 1. S On (a) the net profit which is thereby pre- 

vented from being earned and 
(b) such charges and other expenses, includ- 
ing salaries of officers— executives — 
department managers — employees under 
contract and other important employees, 
as must necessarily continue during a 
total or partial suspension of business, 
040 
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to the extent only that such charges and 
and expenses would have been earned 
had no fire occurred. 

This Item (I) covers expense of necessary heat, 
light or power, the cost of which is prevented 
from being earned during the time of total or 
partial suspension of business caused by fire. 
This Item (I) does not cover any portion of the 
Insured’s ordinary payroll described in Item II. 

Item II. S On the Insured’s entire ordinary payroll for a 

period of time of not in excess of 90 con- 
secutive days immediately following loss 
or damage by fire which may continue 
during a total or partial suspension of 
business, covering only to the extent 
necessary to resume the normal business 
of the Insured with the same quality of 
ser\dce which existed immediately pre- 
ceding the fire, and which would have 
been earned had no fire occurred. 

This Item (II) does not cover any portion of 
salaries described in Item (I). 

Liability under this Item (II) including time, 
if any, to replace stock in process and/or raw 
stock which may be damaged or destroyed shall 
not extend for more than 90 days after loss 
or damage by fire. 

Items I and TI cover such expenses as are necessarily incurred for the 
purpose of reducing any loss under this policy, not exceeding, however, the 
amount by which the loss covered is thereby reduced, it being a condition 
that if this policy covers Use and Occupancy loss described under both 
Items (I and II), the said expenses shall be apportioned to these Items in the 
proportion that the reduction in amount of liability of this Company 
under each Item bears to the total reduction of liability under both Items. 

However, if this policy covers Use and Occupancy loss described under 
one of these two Items (I and II) only, and there be any other insurance 
covering the Use and Occupancy loss described under the other Item, the 
proportion of said expenses assumed under the Item covered by this Com- 
pany shall not exceed that proportion of said expenses that the amount of 
reduction of liability of this Company under the covered Item bears to the 
total reduction of liability under both Items. 

The amount of net profit and/or charges and expenses covered under 
Item I or Item II, shall be determined, whether for the purpose of ascertain- 
ing the amount of loss sustained or for the application of the Contribution 
Clause, by giving due consideration to the experience of the business before 
the fire and the probable experience thereafter. 

Contribution Clause : In consideration of the rate and form under which 
Items I and II of this policy are written, this Company shall be liable, in 
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event of loss, for no greater proportion thereof than the amount hereby 
covered under each respective Item, bears to, 

( 3 ) Under Item I, % of the sum of the annual net profits and 

INSERT 100 OR 80 

of the annual amount of all charges and other expenses (except the 
expense of the Insured's entire ordinary payroll, the expense of heat, 
light and power and the expense incurred for purpose of reducing any 
loss under this policy) that would have been earned (had no fire 
occurred) during the twelve (12) months immediately following loss 
or damage by fire, whether or not said charges and other expenses 
necessarily continue during a total or partial suspension of business. 

(b) Under Item II, % of the Insured's entire ordinary payroll, 

INSERT 100 OR 80 

excluding only salaries described in Item I, which would have been 
earned (had no fire occurred) during the ninety (90) consecutive 
days immediately following loss or damage by fire. 

Work and Materials Clause: Permission granted for such use of the 
premises as is usual and incidental in the business, as conducted therein, 
of - 

STATE KIND OP BUSINESS 

and to keep and use all articles and materials usual and incidental to said 
business, in such quantities as the exigencies of the business require. 

SPECIAL CONDITIONS APPLICABLE TO MINING RISKS 

The following conditions (a) and (b) are applicable only to Mining Risks: 

(a) This insurance does not extend to cover any loss by reason of fire in 
mine or mines or by reason of the disturbance of any property underground, 
unless by reason of such fire any superstructure above ground may be 
damaged or destroyed, and then only for the loss that would be occasioned 
by the time it would take to repair or to replace such structure or structures. 

(b) This policy applies only to the buildings and machinery that con- 
tribute to the production of the mining plant, and all storehouses and 
contents, commissaries and contents, and dwellings and contents, are 
excluded unless specifically provided for herein. 

THE PROVISIONS PRINTED ON THE BACK OF THIS FORM ARE 
HEREBY REFERRED TO AND MADE A PART HEREOF. 

KY., MO., NEBR., NO. DAK., 

OHIO, SO. DAK., TENN., COLO., WYO., N. MEX 

NOTE TO AGENTS: This form may be used on either, a Fire, or a 
Windstorm, or a Combined Fire and Windstorm, Policy. 

Sprinkled Risks.— ^Tf policy covers risk equipped with automatic sprinklers, 
the Automatic Sprinkler Clause must be attached. 

Watchman’s Clause. — If policy covers risk where credit has been allowed 
for watchman's service, the Watchman's Clause must be attached. 

PROVISIONS PRINTED ON THE BACK OF THE FORM 

Definitions, ‘‘Raw Stock,” “Stock-in-Process,” ‘‘Finished Stock,” 
“Day,” “Normal” : 
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(a) The term “Raw Stock,” wherever used in this contract shall be con- 
strued to mean materials and supplies usual to the Insured’s business 
in the state in which the Insured received them. 

(b) The term “Stock-in- Process,” wherever used in this contract shall 
be construed to mean “Raw Stock” which has undergone any aging, 
seasoning, mechanical or other process of manufacture at the described 
location, but which has not become “finished stock.” 

(c) The term “Finished Stock,” wherever used in this contract shall be 
construed to mean any stock which in the ordinary course of the 
Insured’s business is ready for packing, shipment or sale. 

(d) The word “Day,” however modified, wherever used in this contract 
shall be construed to mean twenty-four consecutive hours, 

(e) The word “Normal,” however modified, wherever used in this con- 
tract shall be construed to mean the condition that would have 
existed had no fire occurred. 

Stock -in -Process : This policy, subject to all its provisions and stipula- 
tions, and without increasing the amount of said policy, shall include such 
additional time, if any, not exceeding thirty (30) business days, as may be 
required with the exercise of due diligence and dispatch to replace and/or 
restore any stock-in-process damaged or destroyed, while in the described 
buildings, or in the open on premises described, and/or to restore said stock- 
in-process to the same state of manufacture in which it stood at the time of 
the fire. 

Raw Stock: If liability for suspension of business due to damage to or 
destruction of raw stock is specifically assumed hereunder, such liability 
shall be limited to that period of time for which the damaged or destroyed 
raw stock would have made operations possible. 

Resumption of Operation and Use of Other Property: As soon as prac- 
ticable after any loss, the Insured shall resume complete or partial operation 
of the property herein described and shall make use of other property, if 
obtainable, if by so doing the amount of loss hereunder will be reduced, and 
in the event of the loss being so reduced such reduction shall be taken into 
account in arriving at the amount of the loss hereunder. 

Surplus Equipment and Supplies: Surplus machinery or duplicate parts 
thereof, equipment or supplies, and surplus or reserve raw stock or stock- 
in-process, which may be owned, controlled or used by the Insured, shall, 
in the event of loss, be used in placing the property in condition for con- 
tinuing or resuming business. 

Special Exclusions : This Company shall not be liable for any loss resulting 
from damage to or destruction of finished stock, nor for the time required to 
reproduce any finished stock which may be damaged or destroyed, nor for 
any loss which may be occasioned by any ordinance or law regulating con- 
struction or repair of buildings, nor by suspension, lapse or cancellation of 
any lease or license, contract or order, nor for any other consequential loss, 
nor for any remote loss. 

Limit of Liability: The liability under the respective Items of this policy 
shall not exceed the amount of insurance thereunder, nor a greater propor- 
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tion of any loss than the insurance thereunder shall bear to all insurance, 
whether valid or not, and whether collectible or not, covering in any manner 
the loss insured against by the respective Items of this policy. 

Appraisal Clause and General Policy Provisions: In case the Insured 
and this Company are unable to agree as to the value of the subject of this 
insurance, or the amount of loss thereon, or the time necessary to rebuild, 
repair or replace the premises or buildings or structures or machinery and 
equipment, or stock if liability due to damage to or destruction of stock be 
included, the same shall be determined by appraisal in the manner provided 
by this policy. The provisions and stipulations of this policy shall gov- 
ern in all matters pertaining to this insurance except as herein otherwise 
stipulated. 

Alterations and Repairs Permit: Permission granted to make alterations, 
improvements and repairs to any building herein described, and to construct 
additions or sheds which attach to and communicate with such building, 
and this policy is extended to cover the Use and Occupancy value of such 
attached and communicating additions and sheds to said building; but if 
any building herein described is protected by automatic sprinklers, this 
permit shall not be held to include the reconstruction or the enlargement 
of any building so protected, without the consent of this Company in writing. 
This permit does not waive or modify any of the terms or conditions of the 
Automatic Sprinkler Clause (if any) attached to this policy. 

Automatic Reinstatement Clause : It is a condition of this insurance that 
in the event of any loss payment under this policy not exceeding One 
Hundred Dollars ($100) the amount of insurance under this policy shall 
not be reduced by such payment. 

Interruption by Civil Authority: Notwithstanding anything to the con- 
trary herein, this Company shall be liable for actual loss sustained, as covered 
hereunder, during the period of time, not exceeding two weeks, while access 
to the premises described is prohibited by order of civil authority, but only 
when such order is given as a direct result of fire in the vicinity of said 
premises. 

Electrical Apparatus Clause (This Clause Void as to Windstorm Insur- 
ance) : This Company shall not be liable for Use and Occupancy loss resulting 
from electrical injury, disturbance or damage to electrical apparatus, 
equipment, appliances or devices caused by electrical currents artificially 
generated, unless fire ensues, but if fire does ensue, then this Company shall 
be liable for its proportion of Use and Occupancy loss caused by such ensuing 
fire. 

When this fontf is attached to a policy covering the perils of windstorm 
and hail, this Company shall not be liable for any Use and Occupancy loss 
resulting from damage to or destruction of metal smokestacks by wind- 
storm or hail, unless otherwise provided for by endorsement hereon and 
additional premium paid therefor. 

When^ attached to a policy covering the perils of windstorm and hail, 
wherever the word ‘^fire” appears in this form, it shall be construed to 
mean windstorm or hail. 

Form No. 193-L (Edition Mar. '44) 
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SHORT-RATE TABLE 


Time 

policy 

in 

force 

Policy 
earns if 
written 
for term 
of 1 yr. 

Time 

policy 

in 

force 

Policy earns if written for a term of 

3 yr. for 

2 annuals 

3 yr. for 
2 }^ annuals 

5 yr. for 

3 annuals 

5 yr. for 

4 annuals 


1 Yr. 


3 Yr. 

3 Yr. 

5 Yr. 

5 Yr. 


Prem. 


Prem, 

Prem. 

Prem. 

Prem. 

1 Day 

2 % of " 

1 Month. 

10% of “ 

8% of “ 

7% of “ 

6% of “ 

2 

4 % of “ 

2 

16 % of “ 

12 % of “ 

10 % of “ 

8% of “ 

3 

6 % of “ 

3 

20 % of “ 

16 % of “ 

13 % of “ 

10% of “ 

4 

6 % of “ 

4 

26 % of “ 

20 % of “ 

17 % of “ 

13 % of “ 

6 

7 % of 

5 

30 % of “ 

24 % of “ 

20 % of “ 

15 % of ** 

6 

8% of “ 

6 

35 % of ** 

28 % of “ 

23 % of “ 

18% of “ 

7 

9 % of “ 

7 

38 % of “ 

30 % of “ 

25 % of “ 

19 % of “ 

8 

9 % of “ 

8 

40 % of “ 

32 % of “ 

27 % of “ 

20 % of “ 

9 

10% of “ 

9 

43 % of “ 

34 % of “ 

28 % of “ 

21 % of “ 

10 

10 % of “ 

10 

45% of “ 

36 % of “ 

30 % of “ 

22 % of “ 

11 

11% of “ 

11 

48 % of “ 

38% of ** 

32 % of “ 

24 % of 

12 . ... 

12 % of “ 

12 

60 % of “ 

40 % of ** 

33 % of “ 

25 % of “ 

13 

13 % of “ 

13 


43% of “ 

35 % of “ 

27 % of “ 

14 

13% of “ 

14 

67% of “ 

45 % of “ 

38 % of “ 

28 % of “ 

16 . 

14 % of “ 

16 

60% of “ 

48% of ** 

40 % of “ 

30 % of “ 

16 

14 % of “ 

16 

63% of ** 

60% of “ 

42 % of “ 

31 % of “ 

17 

16% of 

17 

67% of “ 

63% of “ 

46 % of “ 

33 % of “ 

18 

16 % of “ 

18 

70% of ** 

65% of 

47% of" 

34% of “ 

19 

16 % of “ 

19 

72 % of “ 

68% of “ 

48 % of “ 

36 % of “ 

20. .' 

17 % of ** 

20 

74 % of “ 

60% of ** 

49 % of “ 

38 % of “ 

26 

19 % of “ 

21 

75 % of “ 

63 % of “ 

mwnm 

39 % of “ 

30-1 Mo... 

20% of “ 

22 

77% of “ 

65 % of ** 

51^0 of “ 

41 % of “ 

36 

23 % of “ 

23 

79 % of “ 

68% of “ 

63% of " 

42 % of " 

40 

26 % of “ 

24 


70% of ** 

64 % of •* 

44 % of ** 

45 

27 % of “ 

25 

82 % of ** 

73% of “ 

65 % of “ 

46% of “ 

60 

28% of “ 

26 

84 % of “ 

75% of “ 

56% of “ 

47% of “ 

66 

29 % of “ 

27 

85 % of “ 

78% of " 

67 % of “ 

48% of “ 

60-2 Mo... 

30% of “ 

28 

87% of “ 

80% of “ 

68% of ** 


65 

33 % of “ 

29 

89 % of ** 

83 % of “ 

59 % of ** 

52 % of “ 

70 

36 % of “ 

30 

90 % of “ 

85 % of “ 

60 % of “ 

63 % of “ 

75 

37% of “ 

31 

92% of *• 

88% of “ 

61 % of “ 

66% of “ 

80 

38 % of “ 

32 

94 % of ** 

90 % of “ 

63 % of ** 

66 % of 

85 

39 % of “ 

33 

95% of 

93 % of “ 

64 % of “ 

58% of “ 

90-3 Mo... 

40% of “ 

34 

97% of “ 

95% of 

66% of " 

59 % of “ 

105 

46 % of “ 

35 

99 % of ** 

98% of ** 

66 % of ** 

61 % of ** 

120-4 Mo... 

50% of “ 

36 

100% of 

lOO % of *' 

67% of “ 

63%of “ 

135 

56 % of “ 

37 




64 % of “ 

1^5 Mo... 

60% of “ 

38 




66% of “ 

166 

66 % of “ 

39 




67 % of “ 

180-0 Mo... 

70% of “ 

40 




69% of *• 

195 

73 % of “ 

41 




70 % of “ 

210-7 Mo... 

76% of “ 

42 



80% of “ 

72 % of “ 

226 

78% of “ 

43 




73 % of “ 

240-8 Mo... 

80% of “ 

44 




76% of “ 

255 

83% of 

45 




77% of “ 


645 
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SHORT-RATE TABLE. — (Continued) 


Time 

policy 

in 

force 

Policy 
earns if 
written 
for term 
of 1 yr. 

Time 

policy 

in 

force 

Policy earns if written for a term of 

3 yr. for 

2 annuals 

3 yr. for 
2)2 annuals 

5 yr. for 

3 ann\ials 

6 yr. for 

4 annuals 


1 Yr. 


3 Yr. 

3 Yr. 

6 Yr. 

6 Yr. 


Prcm. 


Prem. 

Prem. 

Prem. 

Prem. 

27a-9 Mo. . . 

85 % of “ 

46 




78 % of “ 

28.5 

88 % of “ 

47 




80% of “ 

300-10 Mo.. 

90% of “ 

48. 



90% of “ 

81 % of ** 

315 

93 % of “ 

49 




83 % of “ 

330-11 Mo.. 

95% of “ 

60. . . . 




84 % of “ 

360-12 Mo. . 

100% of “ 

51. 




86 % of “ 



62 




88% of *• 



63 




89 % of “ 



54 



96% of “ 

91 % of “ 



66 




92 % of “ 



56 




94 % of “ 



57 




95 % of “ 



68 




97% of “ 



59 




98% of “ 



60 .... 



100% of ” 

100 % of “ 


Instructions 

When a policy is cancelled at the request of the insured, the earned premium is computed 
on a short-rate basis. 

For any item not appearing in the above Short-rate Table the charge for the next longer 
term shall be used, t.e., if the policy has been in force, say, 32 days use the percentage given 
for 36 days which is the next longer term shown in the table. 

Procedure to be followed in order to ascertain the short rate earned premium when cancelling 
policies written for one-year term. 

Amount of policy, $1,000 Rate, $1 Annual premium, $10 Policy term, one year. Policy 
commencement date, February 1, 1943, Policy expiration date, February 1, 1944. Policy 
cancelled short rate. May 17, 1943, was in effect 105 days and would, according to the above 
short rate table, earn 46 % of the annual premium of $10 or $4.60. 

The same procedure is followed when cancelling policies written for three- or jive-year terms 
using the proper percentages found under the respective headings. 
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APPENDIX XIV 

AMERICAN INSTITUTE WAREHOUSE TO WAREHOUSE CLAUSE 

(July, 1941) 

This insurance attaches from the time the goods leave the Warehouse 
and/or Store at the place named in the policy for the commencement of 
the transit and continues during the ordinary course of transit, including 
customary transshipment if any, until the goods are discharged overside 
from the overseas vessel at the final port. Thereafter the insurance con- 
tinues whilst the goods are in transit and/or awaiting transit until delivered 
to final warehouse at the destination named in the policy or until the expiry 
of 15 days (or 30 days if the destination to which the goods are insured is 
outside the limits of the port) whichever shall first occur. The time limits 
referred to above to be reckoned from midnight of the day on which the 
discharge overside of the goods hereby insured from the overseas vessel is 
completed. Held covered at a premium to be arranged in the event of 
transshipment, if any, other than as above and/or in the event of delay in 
excess of the above time limits arising from circumstances beyond the 
control of the Assured. 

Note: It is necessary for the Assured to give prompt notice to Under- 
writers when he becomes aware of an event for which he is ‘‘held covered” 
under this policy and the right to such cover is dependent on compliance 
with this obligation. 


APPENDIX XV 

FREE OF PARTICULAR AVERAGE 
ENGLISH CONDITIONS (F.P.A.E.C.) CLAUSE 

Warranted free from Particular Average unless the vessel or craft be 
stranded, sunk, or burnt, but notwithstanding this warranty the Under- 
writers are to pay the insured value of any package or packages which may 
be totally lost in loading, transshipment or discharge, also for any loss of or 
damage to the interest insured which may reasonably be attributed to fire, 
explosion, collision or contact of the vessel and/or craft and/or conveyance 
with any external substance (ice included) other than water, or to discharge 
of cargo at port of distress, also to pay landing, warehousing, forwarding 
and special charges if incurred for which Underwriters would be liable under 
a policy covering Particular Average, This clause shall operate during the 
whole period covered by the policy. 

APPENDIX XVI 

FREE OF PARTICULAR AVERAGE 
AMERICAN CONDITIONS (F.P.A.A.C.) CLAUSE 

Free of Particular Average unleae caused by stranding, sinking, burning 
or collision, with anothw vessel. 
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MARINE EXTENSION CLAUSES 


American Institute 
(April, 1943) 

Notwithstanding anything to the contrary contained herein or endorsed 
hereon it is understood and agreed that in consideration of an additional 
premium this insurance is subject to the following terms and conditions: 

1. This insurance attaches from the time the goods leave the warehouse 
at the place named in this policy or certificate for the commencement of the 
transit and continues until the goods are delivered to the final warehouse at 
the destination named in this policy or certificate, or a substituted destina- 
tion as provided in Clause 3 hereunder. 

2. This insurance specially to cover the goods during, 

(i) deviation, delay, forced discharge, re-shipment and tranship- 
ment. 

(ii) any other variation of the adventure arising from the exercise 
of a liberty granted to the shipowner or charterer under the 
contract of affreightment. 

3. In the event of the exercise of any liberty granted to the shipowner or 
charterer under the contract of affreightment whereby such contract is 
terminated at a port or place other than the destination named herein, 
the insurance continues until the goods are sold and delivered at such port 
or place; or, if the goods be not sold but are forwarded to the destination 
named herein or to any other destination this insurance continues until 
the goods have arrived at final warehouse as provided in Clause 1. 

4. If while this insurance is still in force and before the expiry of 15 days 
from midnight of the day on which the discharge overside of the goods 
hereby insured from the overseas vessel at the final port of discharge is 
completed, the goods are re-sold (not being a sale within the terms of Clause 
3) and are to be forwarded to a destination other than that covered by this 
insurance, the goods are covered hereunder while deposited at such port of 
discharge until^again in transit or until the expiry of the aforementioned 
15 days whichever shall first occur. If a sale is effected after the expiry of 
the aforementioned 15 days while this insurance is still in force the protection 
afforded hereunder shall cease as from the time of the sale. 

5. Held covered at a premium to be arranged in case of change of voyage 
or of any omission or error in the description of the interest vessel or voyage. 
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6. This insurance shall in no case be deemed to extend to cover loss 
damage or expense proximately caused by delay or inherent vice or nature 
of the subject-matter insured. 

7. It is a condition of this insurance that there shall be no interruption or 
suspension of transit unless due to circumstances beyond the control of 
the Assured* 

All other terms and conditions not in conflict with the foregoing remain 
unchanged, it being particularly understood and agreed that nothing in the 
foregoing shall be construed as overruling the F. C. & S. provisions of Clause 
No. 12 (first paragraph) or as extending this insurance to cover any risks of 
war or consequences of hostilities. 

The Marine Extension clauses do not apply to the following shipments: 

(a) Between parts in the Continental United States (excluding Alaska) ; 

(b) Continental United States (excluding Alaska) to/from Canada; ' 

(c) Canada to Canada; 

(d) Newfoundland to Newfoundland; 

(e) Shipments by air conveyances* 
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EARTHQUAKE ENDORSEMENT 


M poma iM 

■ARTHQUAKa POLICY FORM. 

(INCkUOliia OKDUCTIBLB AND AVBNADK CLAUDB) 


[Space for ilescription of risk.] 


No imaraiico atUelios undor any of tho ttoni lieretnabove lot forth unloM a eorUIn amomit io apoelllod and Inaortod 
la tho blank immediotoly procodinc the item. 

This policy (subject to all the provisions set forth in this ridsr and subjset In all other respects to all tho terms, 
conditions and provisions of this policy, including the stipulations and endorsements attached tharoto) covers loss or dam- 
age to the above described subject of insurance caused dfroctly by earthquake only. For the purpose of this entire policy 
the word “earthquake" is hereby substituted for the word “fire" wherever appearing in this policy and its stipulations and 
endorsements other than in this rider. 

1. "EABTRQUAKB— DEFINED AND LIMITED." Each loss by earthquake shall constitute a siuj^ claim here- 
under: provided, if mote than one earthquake shock shall occur within any period of seventy-two hours duriu the term of 
this policy, such earthquake shocks shall be deemed to be a single earthquake within the meaning hereof. This ^mpany 
shall not be liable for any loss or damage caused by any earthquake shock occurring before the effective data and time of 
this policy, nor for any loss or damage occurring after the expiration date and time of this policy, 

2. "PLATE GLASS CLAUSE." This Company shall not be liable hcreun^r for loss or damage by earthquake to 
glass, or lettering or ornamentation thereon, which at the time of such loss or damage may be separately Insured as such 
against loss or diunage by earthquake under any other policy of insurance. 

5. "PERILS NOT INSURED AGAINST." In no event shall this Company be liable for any less or damage caused 
directly or indirectly by Are, explosion, or Sood of any nature, or by tidal wave, whether the same be caused by or be attri- 
buteUR to owthottokof or othorwioOe 

4. "DEDUCTIBLE AND AyERAGE CLAUSE." This policy does not cover or become tnouranee against any portion 
of loss or damage by earthquake which shaU be less than per cent of the actual cash valns of the above 

described subject of insurance at the time of such loss or damage; nor shall this Company be liable for a freater proper- 

tion of the loss or damage in excess of such percentage than the amount hereby insured bears^to. — per cent 

of - per cent of the actual cash value of the above described subject of insurance at the time such 

ixettmMbflwMiisarMStdadacUMvsad 100% .... 

loss shall occur, nor for s grsatef proportion of such txesss than ths amount of this policy shall bsar to all oartbquako 1n- 
apranco (other than that portion of any oartbquako ineorance written to cover the amount deducted through oporatien of 
tha Deduetibla Clauaa haretn) whethor valid or invalid or by solvent or ineolvent insurers. 

6. Permieelen ie hereby granted to make alterationa or repalra to the above deecribed property without limit of 
time; to do inch work in or about eaid property ae tha nature of tho oecnpeney mey requirt; to work or oporuto at any 
and all ttmoe, or ecaeo to oporate without limit of timo; to goccrato,lllnmiaating gaa or vapor in or adjacmt to any build- 
ing hertinabova described, and to keep, uee and allow therein any and all artlclea, thing! and materlale without suy limit 


Tho nubility of thla Company hereunder shall la no way ha affoeted by invasion, Insurroctlon, riot, dvU war or 
eomdotien, or by military or usurped power, or by any order of civil authority or by any net or aegloet of tha insured when 
tha within described prepay is endsngcred by sarthquaks or by explosion or by lightning. 


such oarthqusks, nor in ouch event will this Company assert any right of subrogation by roasen 

«. If this policy ii divided into two or more items, or shall cover under eny item two or more huildiaga or structuree 
uad/or contents timreof, the provisions of this rider shall ha m^plied separately to each such item, building, atructura and/ec 
coatente thereof. 

T. Other oarthqnako iaeurmnet permitted. 

t. Loss, if any, eubjaet hewovar to all tha terms and eonditlena of thla policy, payablo to 


Attaehad to Pollft- No of tha — 


Agaacyat — 


INSURANCE MAP SPECIAL RATS 

Shast .... Pago 

Block 
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APPENDIX XIX 

LIFE-INSURANCE POLICY 

LIFE INSURANCE COMPANY 

A MUTUAL COMPANY 

AGREES TO PAT 

to MARY, WIFE OF THE INSURE D ^ 

* * * BENEFICIARY, 

subject to the terms and conditions of this Policy, 

TEN THOUSAND DOLLARS 

{The Face Amount of this Policy) 

upon receipt of due proof of the death of 

JOHN DOE the INSURED, 

or TWENTY THOUSAND DOLLARS 

{Double the Face Amount of this Policy) 

if such death resulted, before the anniversary of this Policy on which the 
Insured^s age at nearest birthday is 65, from accidental means as limited in 
and subject to the provisions set forth herein under DOUBLE INDEM- 
NITY BENEFIT. 

This Policy also provides a TOTAL AND PERMANENT DISABILITY 
WAIVER OF PREMIUM BENEFIT subject to the terms and conditions 
set forth herein. 
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This contract is made in consideration of the application therefor and of 

the payment in advance of the sum of S 322.80 (including $ 13.20 

and $ 14.80 for the Double Indemnity Benefit and the Waiver of 

Premium Benefit, respectively), the receipt of which is hereby acknowledged, 
constituting the first premium and maintaining this Policy for the period 

terminating on June 1st 19 45 , and of a like sum on said date and 
every Twelve calendar months thereafter during the lifetime of the 
Insured prior to the anniversary of this Policy on which the Insured *s age 
at nearest birthday is 85, except as any such premium may be waived or 
reduced under the provisions of this Policy. 

The anniversaries and insurance years of this policy shall be determined 

from June 1st 19 44 , the date as of which this Policy shall be deemed 
to have taken effect. 

The BENEFITS, PROVISIONS AND CONDITIONS printed or written 
by the Company on the following pages are a part of this Policy. 

In Witness Whereof the LIFE INSURANCE COMPANY has caused 

this Policy to be executed on June 1st 1 9 44 , which is its date of 
issue 

Secretary SPECIMEN COPY President 

Counter signal ure 

944-51 

L. Pd-up at 85 
D.-D. I, 

Life Paid-up at Age 85. Insurance Payable at Death. Pre-. 
miums Payable to Age 85 unless Dividends Applied to Shorten 
Premium Paying Period. Double Indemnity Benefit. Total 
and Permanent Disability Waiver of Premium Benefit. 
Annual Participation in Divisible Surplus. All Subject to the 
Age 35 Terms and Conditions of this Policy. 
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DOUBLE INDEMNITY BENEFIT 

The Double Indemnity Benefit specified on the first page hereof shall 
be payable upon receipt of due proof that the death of the Insured resulted 
directly, and independently of all other causes, from bodily injury effected 
solely through external, violent and accidental means and occurred 

(1) within ninety days after such injury, and 

(2) before default in payment of premium (or, in event of default, not 
later than the last day of grace), and 

(3) before the anniversary of this Policy on which the Insured^s age at 
nearest birthday is 65, and prior to the maturity of this Policy; 

provided, however, that such Double Indemnity Benefit shall not be 
payable if the Insured’s death resulted from any one or more of the follow- 
ing: — self-destruction, whether sane or insane; the taking of poison or 
inhaling of gas, whether voluntary or otherwise; committing an assault or 
felony; war or any act incident thereto; engaging in riot or insurrection; 
operating or riding in any kind of aircraft (including falling or otherwise 
descending from or with any such aircraft in flight) other than as a fare- 
paying passenger of a commercial airline and flying on a regularly scheduled 
route; infirmity of mind or body; illness or disease; any bacterial infection 
other than that occurring in consequence of an injury on the exterior of 
the body effected solely through external, violent and accidental means. 

The Company shall have the right and opportunity to examine the body 
and to make an autopsy unless prohibited by law. 

The Double Indemnity Benefit shall not be payable if death occurs while 
this Policy is continued as Non-Participating Extended Term Insurance or 
Participating Paid-up Insurance as provided under Non-Forfeiture Pro- 
visions and shall not apply to any dividend additions provided under 
Participation in Divisible Surplus. 

Any premium due on or after the anniversary of this Policy on which 
the Insured’s age at nearest birthday is 65 will be reduced by the amount 
included therein for the Double Indemnity Benefit. If, however, said 
reduction shall not have been made and said amount shall have been paid to 
and received by the Company as a part of any such premium, the amount 
overpaid with interest thereon at five per cent per annum will be refunded 
and the Company shall not incur any other or further obligation or liability 
under these provisions for Double Indemnity Benefit. 

Upon receipt by the Company, on any anniversary of this Policy or 
within thirty-one days thereafter, of written request by the Insured and the 
return of this Policy for proper indorsement, the Company will terminate 
these provisions for Double Indemnity Benefit as of such anniversary and 
thereafter the premium will be reduced by the amount included therein for 
such benefit. 

TOTAL AND PERMANENT DISABILITY WAIVER OF PREMIUM 

BENEFIT 

Upon receipt by the Company at its Home Office of due proof, as herein- 
after provided, that the Insured has become totally disabled by bodily 
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injury or disease so that the Insured is and will be thereby wholly prevented 
from performing any work, following any occupation, or engaging in any 
business for remuneration or profit, and that such disability has already 
continued uninterruptedly for a period of at least six months (such total 
disability of such duration being presumed to be permanent only for the 
purpose of determining liability hereunder), and provided that 

(1) such total disability began before default in payment of premium 
(or, in event of default, not later than the last day of grace), and that 

(2) such total disability began before the anniversary of this Policy on 
which the Insured’s age at nearest birthday is 60, and prior to the 
maturity of this Policy, and that 

(3) such total disability did not arise from bodily injury or disease occur- 
ring before the insurance under this Policy took effect, and known 
to the Insured, but not disclosed in the application for the insurance 
under this Policy, and that 

(I) such total disability did not result from any one or more of the 
following: — wilfully and intentionally self-inflicted injury; service 
in the military, naval or air forces of any country engaged in war; 
operating or riding in any kind of aircraft (including falling or other- 
wise descending from or with any such aircraft in flight) other than 
as a fare-paying passenger of a commercial airline and flying on a 
regularly scheduled route; and that 

(6) such total disability has been continuous from the beginning of the 
period of disability claimed, 

the Company will waive the payment of each premium falling due after the 
commencement of such total disability and during its continuance, provided, 
however, that no premium shall be waived which shall have fallen due more 
than one year prior to the date of receipt by the Company of written notice 
of claim, as hereinafter provided. The premium to be waived shall be the 
premium according to the mode of payment in effect when such total dis- 
ability began. If such total disability began during the grace period and the 
Insured is in default but not more than one year in default, this Policy will 
be restored if the Insured pays to the Company the overdue premiums with 
interest thereon at five per cent per annum when the claim is approved. 
Any premium falling due after notice of claim is received and prior to 
approval of claim shall be payable in accordance with the terms of this 
Policy, but will, if paid to and received by the Company, be refunded upon 
approval of such claim. 

Indepcndently^of any other cause of disability, the total and irrecoverable 
loss of the sight of both eyes, or of the use of both hands or of both feet or 
of one hand and one foot, shall be considered total disability. 

Written notice of claim hereunder must be received by the Company 
at its Homo Office during the lifetime and during the continuance of total 
disability of the Insured. Failure to give such notice within such times 
shall not invalidate or diminish any such claim if it shall be shown not to 
have been reasonably possible to give such notice within such times and that 
notice was given as soon as was reasonably possible. 
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Due proof of claim must be received by the Company at its Home Office 
before the expiration of one year after default in payment of premium and 
in any event, whether or not there be a default, not later than one year from 
the anniversary of this Policy on which the Insured's age at nearest birthday 
is 60 or one year after maturity of this Policy, whichever is the earlier date, 
otherwise the claim shall be invalid. 

Before waiving any premium, the Company may demand due proof of 
the continuance of total disability, but such proof will not be required 
oftener than once a year after such disability has continued for two full 
years. If such proof shall not be furnished, or if at any time the Insured 
shall become able to perform any work, follow any occupation, or engage 
in any business for remuneration or profit, no further premiums shall be 
waived. If, however, any such premiums shall have been waived they shall 
constitute an indebtedness against this Policy bearing interest as provided 
for loans under Loan Provisions. 

The sum payable in any settlement of this Policy shall not be reduced by 
premiums waived hereunder. Dividends, loan and non-forfeiture values 
shall be the same as if the waived premiums had been duly paid. Any 
premium paid to and received by the Company and later waived imder the 
provisions hereof but not refunded by the Company prior to the Insured’s 
death shall be payable to the person or persons entitled to the proceeds of 
this Policy. 

Any premium due on or after the anniversary of this Policy on which 
the Insured’s age at nearest birthday is 60 will be reduced by the amount 
included therein for the Total and Permanent Disability Waiver of Premium 
Benefit (herein referred to as Waiver of Premium Benefit). If, however, 
said reduction shall not have been made and said amount shall have been 
paid to and received by the Company as a part of any such premium, the 
amount overpaid with interest thereon at five per cent per annum will be 
refunded and the Company shall not incur any other or further obligation 
or liability under these provisions for Waiver of Premium Benefit. 

If this Policy shall be made a fully paid participating policy by the 
application of dividends as provided herein, these provisions for Waiver of 
Premium Benefit shall thereupon terminate. 

Upon receipt by the Company, on any anniversary of this Policy or 
within thirty-one days thereafter, of written request by the Insured and 
the return of this Policy for proper indorsement, the Company will terminate 
these provisions for Waiver of Premium Benefits as of such anniversary and 
thereafter the premium will be reduced by the amount included therein for 
such benefit. 


PARTICIPATION IN DIVISIBLE SURPLUS 

The proportion of divisible surplus accruing upon this Policy shall be 
ascertained annually by the Company. On the anniversary of this Policy 
following the date as of, which such ascertainment was made, and provided 
all premiums due hereunder have been paid to such anniversary, such surplus 
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as shall have been apportioned by the Company to this Policy shall become 
a dividend due and payable and, at the option of the Insured, shall be either 

(a) paid in cash; or 

(5) applied toward payment of the premium, if any, then due hereunder 
provided the balance of said premium is paid before the expiration 
of the grace period ; or 

(c) applied to provide a participating paid-up addition to the sum 
insured (such additions being herein referred to as dividend additions) ; 
or 

(d) left with the company to accumulate at interest (herein referred to 
as a dividend accumulation). On each succeeding anniversary of 
this Policy, interest at such rate as the Company may declare for 
the insurance year then ending will be credited on dividend accumula- 
tions previously left with the Company and outstanding on such 
anniversary. Outstanding dividend accumulations may be with- 
drawn in cash by the Insured or shall be payable at the maturity of 
this Policy to the person or persons entitled to its proceeds. 

If no option is selected, the dividend will be applied to provide a dividend 
addition. The Insured may surrender any dividend addition for cash at 
any time not later than three months after any default in payment of 
premium, and the cash value thereof shall never be less than the original 
cash dividend. 

It is not contemplated that there will be any dividend credited to this 
Policy before its second anniversary. 

Dividends May Be Applied to Decrease Number of Premium Payments 
or to Mature Policy as an Endowment 

Whenever the Cash Value of this Policy (including the reserve on any 
outstanding dividend additions and any outstanding dividends, including 
dividend accumulations) shall equal the net single premium, calculated 
on the same basis as the premium on this Policy, at the attained age of the 
Insured at nearest birthday for a fully paid participating policy of the same 
kind and face amount as this Policy, the Company, upon receipt, before 
default in payment of premium or within the grace period, of written request 
by the Insured and upon surrender of said dividend additions and out- 
standing dividends, including dividend accumulations, will indorse this 
Policy as fully paid, whereupon no further payment of premium will be 
required; or whenever said Cash Value shall equal the face amount of this 
Policy, the Company, upon request as above and due surrender of this 
Policy, will pay^ke face amount hereof in cash less any indebtedness to the 
Company. 

MISCELLANEOUS BENEFITS 
1. Privilege of Automatic Premium Loans 

Upon receipt by the Company, before default in payment of premium 
or within the grace period, of a written request by the Insured, duly acknowl- 
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edged by the Company, this Policy shall be subject to the following pro- 
vision for Automatic Premium Loans: 

After premiums shall have been paid under this Policy for the minimum 
number of full years specified under Non-Forfeiture Provisions, if any 
premium which becomes due hereunder is not paid before the expiration 
of the grace period, the amount of such premium shall be charged auto- 
matically as a loan against this Policy, provided such loan together with 
any other indebtedness to the Company on this Policy (including accrued 
interest) shall be within its loan value. Automatic Premium Loans shall 
be subject to the same terms and conditions as provided for other loans 
under Loan Provisions. 

If the loan value shall be insufficient to permit the overdue premium 
being so charged, this provision for Automatic Premium Loans shall not 
apply but instead the provisions under Non-Forfeiture Provisions shall 
apply. 

If this Policy shall have been made subject to this provision for Automatic 
Premium Loans as above, then upon subsequent receipt by the Company, 
before default in payment of premium or within the grace period, of a 
written request by the Insured, duly acknowledged by the Company, 
this provision for Automatic Premium Loans shall not apply to any pre- 
mium then due nor to premiums subsequently falling due. The Insured, 
however, may again apply as above for this Privilege of Automatic Premium 
Loans. 

2. Privilege of Change 

At any time before default in payment of premium, provided the Insured 
is then less than 65 years of age and has not become totally disabled at 
any time as defined in any provisions for Waiver of Premium Benefit 
contained herein, the Insured, without medical examination, may exchange 
this Policy for a new policy of the same face amount and amount of initial 
risk as this Policy on any Limited Payment Life or Endowment plan of 
insurance issued by the Company with a higher rate of premium at the 
time this Policy took effect, provided all premiums for the new policy would 
not have fallen due before the date of exchange. The exchange shall be 
effective upon surrender of this Policy and the payment to the Company 
of the difference in premiums, with compound interest at six per cent per 
annum from the due date of each premium to the date of exchange, with 
proper adjustment for the difference between the dividends under the two 
plans of insurance. 

With the approval of the Company and the furnishing of such require- 
ments as the Company may consider necessary, the Insured may exchange 
this Policy for a new policy on any plan of insurance which was issued by 
the Company at the time this Policy took effect or for a policy of lesser 
amount. 

Any new policy shall be without provisions for Double Indemnity Benefit 
or Waiver of Premium Benefit unless this Policy shall contain such provisions 
at the time of the exchange, in which event the new policy may, at the 
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option of the Insured, contain the same provisions for Double Indemnity 
Benefit or Waiver of Premium Benefit, as the case may be, as are contained 
in similar policies issued by the Company at the time this Policy took effect. 
The new policy will take effect as of the effective date of this Policy and the 
premium will be at the rate which would have been charged if this Policy 
had been issued originally on the new basis. 

8. Grace Period for Payment of Premium 

If any premium is not paid on or before the day it falls due the policy- 
holder is in default; but a grace of thirty-one days will be allowed for the 
payment of every premium after the first, during which time the insurance 
continues in force. If deaths occurs within the grace period the overdue 
premium will be deducted in any settlement hereunder. 

4. Assignment 

Any assignment of this Policy must be made in duplicate and one copy 
filed with the Company at its Home Office. The Company assumes no 
responsibility for the validity of any assignment. Without prejudice to 
the Company on account of any payment made by it before copy of the 
assignment had been filed with the Company, any assignment of this Policy 
shall operate, so long as such assignment remains in force and to the extent 
thereof, to transfer the interest of the then existing beneficiary except that 
the interest of any irrevocably designated beneficiary can be transferred 
only with the written consent of such beneficiary. 

6. Change of Beneficiary 

The Insured may, from time to time, change the beneficiary unless 
otherwise provided herein or by indorsement hereon. The interest of the 
new beneficiary shall be subject to the rights of any then existing assignee. 
An assignee cannot change the beneficiary. Every change of beneficiary 
must be made by written notice to the Company at its Home Office accom- 
panied by this Policy for indorsement of the change hereon by the Company, 
and unless so indorsed the change shall not take effect. After such indorse- 
ment the change will relate back to and take effect as of the date said written 
notice of change was signed, whether the Insured be living at the time of such 
indorsement or not, but without prejudice to the Company on account of 
any payment made by it before Receipt of such written notice at its Home 
Office. 

6.^Death of Beneflciaiy 

Unless othervni^ provided herein or by indorsement hereon (a) if any 
revocably or irrevocably designated beneficiary shall die before the Insured 
the interest of such beneficiary shall vest in the Insured, or (6) if any such 
beneficiary shall die simultaneously with the Insured, or within fifteen days 
after the Insured but before due proof of the Insured's death shall have been 
received at the Home Office of the Company, payment of the proceeds of 
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this Policy shall be made to the same payee or payees, and under the same 
terms and conditions, as provided for in this Policy in the event that said 
deceased beneficiary was not living at the death of the Insured. 

7. Rights of Insured 

During the lifetime of the Insured and without the consent of the bene- 
ficiary, whether revocably or irrevocably designated, the Insured may 
receive every benefit, exercise every right and enjoy every privilege conferred 
upon the Insured by this Policy, unless otherwise provided herein or by 
indorsement hereon, and except that any irrevocably designated beneficiary 
can be changed only with the written consent of such beneficiary. 

OPTIONAL METHODS OF SETTLEMENT 

The Insured, or in case the Insured shall not have done so, the beneficiary 
after the Insured^s death, may, by written notice to the Company, elect 
to have the proceeds of this Policy in whole or in part made payable under 
one of the following options, except that Option 4 may not be elected by the 
beneficiary. Unless otherwise provided herein or by indorsement hereon, 
the Insured may, by written notice to the Company, revoke or change any 
such election at any time before the maturity of this Policy. Any such 
election, revocation or change shall not take effect until indorsed on this 
Policy by the Company. The Optional Methods of Settlement shall be 
applicable whether such proceeds are payable as a death claim or on maturity 
as an endowment or upon surrender of this Policy for its cash value, pro- 
vided in any event that the instalment or interest payment to any payee 
is not less than $10. The Optional Methods of Settlement shall not be 
available, and if previously elected shall not apply, if the payee is not a 
natural person taking in his or her own right, nor without the consent 
of the Company if this Policy is assigned. 

Proceeds Left With Company 

Option 1. — The proceeds in whole or in part may be left with the Com- 
pany subject to withdrawal in sums of not less than one hundred dollars. 
Interest will be credited annually in such amount as the Company shall 
determine hereunder in accordance with such rate of interest as the Com- 
pany may declare each year under this option. 

Instalment Payments for a Fixed Period 

Option 2. — The proceeds in whole or in part may be made payable in 
equal annual, semi-annual, quarterly or monthly instalments for a fixed 
period as may be agreed upon, in accordance with the following table 
(which is based on a guaranteed interest rate of two per cent per annum). 
The first instalment will be payable as of the date when the proceeds of this 
Policy become due. The instalment payable on each anniversary of the 
first instalment due date will be increased by such amount of additional 
interest as the Company shall determine to be payable hereunder in accord- 
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ance with such rate of additional interest as the Company may declare 
each year under this option. 

Life Income with Payments Guaranteed for a Fixed Period 

Option 3.— The proceeds in whole or in part may be made payable in 
equal annual, semi-annual, quarterly or monthly instalments for a fixed 
period of ten or twenty years, as may be agreed upon, and for the remaining 
lifetime of the payee, in accordance with the following table (which is based 
on a guaranteed interest rate of two per cent per annum). The first instal- 
ment will be payable as of the date when the proceeds of this Policy become 
due. The instalment payable on each anniversary of the first instalment 
due date will be increased by such amount of additional interest as the Com- 
pany shall determine to be payable hereunder in accordance with such rate 
of additional interest as the Company may declare each year under this 
option. 

Proceeds Left with Company Until Death of Payee 

Option 4.— The proceeds in whole or in part may be left with the Com- 
pany until the death of the payee. Interest will be paid annually, semi- 
annually, quarterly or monthly, as may be agreed upon, in such amount 
as the Company shall determine to be payable hereunder in accordance 
with such rate of interest as the Company may declare each year under this 
option. The Company guarantees that such interest, per one thousand 
dollars of proceeds left, shall be not less than $20 when paid annually, 
$9.95 when paid semi-annually, $4.96 when paid quarterly, or $1.65 when 
paid monthly. The first interest payment shall be made one year after 
the date when the proceeds of this Policy become due, if the interest is 
payable annually; six months after, if the interest is payable semi-annually; 
three months after, if quarterly; or one month after, if monthly. 

Instalment Payments of a Fixed Amount 

Option 5. — The proceeds in whole or in part may be made payable in 
equal annual, semi-annual, quarterly or monthly instalments of such 
amount as may be agreed upon provided that the fixed amount, payable 
each year shall be not less than five per cent of the original proceeds made 
payable under this option. Such instalments shall be payable until the 
entire proceeds left with the Company have been paid, including interest 
credited annually in such amount as the Company shall determine here- 
under in accordance with such rate (guaranteed to be not less than two per 
cent per annum) as the Company may declare each year under this option. 
The first instalment will be payable as of the date when the proceeds of this 
Policy become due. 

Miscellaneous Provisions Relating to Optional Methods of Settlement 

At the death of any payee any unpaid sum left with the Company under 
Option 1 or 4 with any accrued interest to date of such death, or the com- 



664 


INSURANCE 


muted value as of the date of death on the basis of interest at two per cent 
compounded annually of any unpaid instalments under Option 2 or 5 
or of any unpaid instalments for the fixed period selected under Option 3, 
will be . paid in one sum to the executors or administrators of the payee, 
unless otherwise agreed in writing. 

When the proceeds of this Policy become payable the Company will 
deliver to each payee a certificate evidencing the rights and benefits of 
such payee under the option elected. The Company reserves the right to 
require satisfactory evidence of age of the payee before making any payment 
under Option 3. 

If one of the above options shall have been elected by a person other than 
the payee and said person has not otherwise directed in writing, the benefits 
under such option shall not be transferable nor subject to incumbrance 
during the lifetime of the payee. 

Special Agreements 

Provision may be made for payment of the proceeds of this Policy in any 
other manner that may be agreed to by the Company. 

LOAN AND NON-FORFEITURE PROVISIONS 

1. LOAN PROVISIONS 

After three full years^ premiums have been paid and before default in 
payment of premium or within the grace period, the Company, upon receipt 
of this Policy and a Loan Agreement satisfactory to the Company, will 
advance to the Insured on the sole security of this Policy any amount which, 
with interest, shall be within the limit of the Cash Value of this Policy. 
Any existing indebtedness to the Company on this Policy (including accrued 
interest) will be deducted from the amount of the loan. Interest on the loan 
shall be at the rate of five per cent per annum and will be payable each year 
on the anniversary of this Policy except as otherwise provided hereunder. 
All interest shall accrue from day to day and shall constitute an indebtedness 
to the Company against this Policy as and when it accrues. If interest is 
not paid when due it shall be added to and form a part of the principal, and 
bear interest at the same rate. All or any part of the principal may be 
repaid, with accrued interest on the amount so repaid, at any time before 
default in payment of premium or within the grace period, provided this 
P(j)icy shall not have matured as an endowment or by the death of the 
Insured. Whenever the total indebtedness is no longer within the limit 
of the then loan^value, this Policy shall be void thirty-one days after the 
Company shall have mailed notice to the last known address of the Insured 
and of the assignee of record, if any. 

2. PRIVILEGE OF TERM INSURANCE IN CASE OF LOAN 

Prior to the anniversary of this Policy on which the Insured’s age at 
nearest birthday is 65, term insurance as follows for the amount of any loan 
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under this Policy may be obtained by the Insured upon written application 
therefor on the following conditions: 

(a) Evidence of insurability satisfactory to the Company must be 
received. 

(b) Such term insurance shall be for the period to the next anniversary 
of this Policy. The premium therefor shall be payable in advance and shall 
be computed, in accordance with the following table, at the attained age 
of the Insured at nearest birthday: 


Premiiuns for each $100 of Term Insurance 


Attained Age, 
Nearest 
Birthday 

Premiums 

for 

One Year 

Attained 

Age, 

Nearest 

Birthday 

Premiums 

for 

One Yeai 

Attained 

Age, 

Nearest 

Birthday 

Premiums 

for 

One Year 

25 and under 

$0.90 

51 

$1.40 

58 

$2.25 

26-45 


52 

1.50 

59 

2.40 

46 

1.10 

53 

1.60 

60 

2.60 

47 

1.20 

54 

1.70 

61 

2.80 

48 

1.25 

55 

1.80 

62 

3.05 

49 

1.30 

56 

1.95 

63 

3.30 

50 

1.35 

57 

2.10 

64 

3.60 


For periods of less than one year, the premium shall be at the rate of 
one-tenth of the one year rate for each month or fraction of a month, 
but in no event shall exceed the premium for one year. 


(c) If the indebtedness on account of a loan shall be reduced or repaid 
or shall be satisfied in accordance with the terms of the Loan Agreement, 
the term insurance shall thereupon automatically be reduced or canceled 
accordingly and any unearned premium paid therefor will be refunded. 

(d) Such term insurance takes effect upon delivery to the Insured of the 
Company's policy therefor and when payable shall be applied to the reduc- 
tion of the indebtedness. 

(e) In event of self-destruction, whether the Insured be sane or insane, 
the term insurance shall be null and void and the premium paid therefor 
shall be applied to the reduction of the indebtedness. 

Such term insurance may be obtained again on the same conditions from 
year to year. However, such term insurance may not be obtained to extend 
beyond the anniversary of this Policy on which the Insured's age at nearest 
birthday is 65. 

8. NON-FORFEITURE PROVISIONS 

In event of default in payment of premium after three full years' premiums 
have been paid, the following benefits shall apply if the premium remains 
unpaid and the Automatic Premium Loan provision is not applicable: 
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(a) Non-Participating Extended Term Insurance: — Insurance for the 
face amount of this Policy plus any outstanding dividend additions and any 
outstanding dividends, including dividend accumulations, and less the 
amount of any indebtedness hereon, shall, upon expiration of the grace 
period, be continued automatically as Non-Participating Extended Term 
Insurance as from the date of default for such term as the then Cash Value 
less any indebtedness hereon will provide, at the Insured's attained age 
nearest birthday at such date, according to the American Experience Table 
of Mortality and interest at two and one-half per cent per annum. The 
Insured's election of Participating Paid-up Insurance or Cash Value, as 
hereinafter provided, will revoke the automatic application of the Cash 
Value less any indebtedness to provide Non- Participating Extended Term 
Insurance hereunder; no deduction will be made for the value of any such 
Extended Term Insurance for the period elapsed before such election is 
made. 

(b) Participating Paid-up Insurance: — Within three months after such 
default, but not later, the Insured may elect in place of such Non- Participat- 
ing Extended Term Insurance to have this Policy indorsed by the Company 
for the amount of Participating Paid-up Insurance which the Cash Value at 
date of default less any indebtedness hereon will provide, at the Insured's 
attained age nearest birthday at such date, according to the American 
Experience Table of Mortality and interest at two and one-half per cent per 
annum. The Insured may obtain a loan on such Paid-up Insurance subject 
to the loan provisions hereof, or may surrender such Insurance within one 
month after any anniversary of this Policy for its Cash Value as at such 
anniversary less any indebtedness. 

(c) Cash Value : — Within three months after such default, but not later, 
the Insured may elect in place of such Non- Participating Extended Term 
Insurance or Participating Paid-up Insurance to surrender this Policy and 
all claims hereunder and receive its Cash Value as at date of default less 
any indebtedness hereon. The Cash Value at date of default shall be the 
amount determined in accordance with the following table, together with 
the reserve according to the American Experience Table of Mortality and 
interest at two and one-half per cent per annum on any outstanding dividend 
additions, and any outstanding dividends, including dividend accumulations. 

4. CASH VALUE OF FULLY PAID POLICY 

If this Policy shall have become fully paid by its terms, the Insured at 
^ny time may surrender this Policy and all claims hereunder and receive 
its then Cash Value less any indebtedness hereon. Such Cash Value shall 
be computed ii accordance with the Basis of Computation described in the 
following table. 
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OTHER PROVISIONS 

1. Age 

If the age of the Insured has been misstated, any amount payable here- 
under shall be such as the premium paid would have purchased at the 
correct age. 

2. Premituns — Where and How Payable 

All premiums after the first are payable on or before their due date at the 
Home Office of the Company or to a duly authorized Cashier of the Com- 
pany, but only in exchange for the Company's* official premium receipt 
signed by the President, the Executive Vice-President, a Vice-President, 
the Treasurer or a Secretary of the Company, and countersigned by the 
person receiving the premium. No person has any authority to collect a 
premium unless he then holds said official premium receipt. With the 
approval of the Company the premium may be made payable annually, 
semi-annually or quarterly in advance at the Company respective pre- 
mium rates for such modes of payment, upon the written request of the 
Insured. The payment of the premium shall not maintain this Policy in 
force beyond the date when the next payment becomes due, except as to the 
benefits provided for herein in event of default in payment of premium. 

3. Privilege of Reinstatement 

This Policy may be reinstated at any time within five years after any 
default, upon receipt of evidence of insurability satisfactory to the Company 
and payment of overdue premiums with interest thereon at five per cent 
per annum from their respective due dates. Any indebtedness to the 
Company which was outstanding at the end of the grace period, with com- 
pound interest thereon at five per cent per annum, must be paid, provided, 
however, that said indebtedness with interest, together with any other 
indebtedness hereon, if not in excess of the loan value as at date of rein- 
statement, may remain as an indebtedness subject to the loan provisions 
of this Policy. 

4. Self-Destruction 

In event of self-destruction within two years from the date of issue of 
this Policy, whether the Insured be sane or insane, the insurance under this 
Policy shall be a sum equal to the premiums hereon which have been paid 
lo and received by the Company and no more. 

6. Indebtedness 

Any indebtedness to the Company against this Policy shall be deducted in 
any settlement hereunder. 

6. The Contract 

This Policy and the application therefor, copy of which is attached hereto, 
constitute the entire contracts A}1 statements made by the Insured shall, 
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in the absence of fraud, be deemed representations and not warranties, 
and no statement shall avoid this Policy or be used in defense to a claim 
hereunder unless contained in the written application and a copy of the 
application is indorsed upon or attached to this Policy when issued. No 
agent is authorized to make or modify this contract, or to extend the time 
for the payment of premium, or to waive any lapse or forfeiture or any of 
the Company’s rights or requirements. All benefits payable under this 
Policy are payable at the Home Office of the Company in the City and 
State of New York, and the surrender of this Policy will be required in any 
settlement thereof. 

7. Incontestability 

This Policy shall be incontestable after it has been in force during the 
lifetime of the Insured for two years from its date of issue except for non- 
payment of premium and except as to any provisions and conditions relating 
to Double Indemnity Benefit and except as to any provisions and conditions 
relating to Waiver of Premium Benefit if the Insured shall become totally 
disabled within two years from the date of issue of this Policy. 


REGISTEK OF CHANGE OF BENEFICIARY 

NOTE. — No CHANGE OF Beneficiary shall take effect unless 

INDORSED ON THIS POLICY BY THE COMPANY AT THE HoME OfFICE. 

DATE OF 
REQUEST 

BENEFICIARY 

INDORSED BY 





INDORSEMENTS 

NOTE COPY OF APPLICATION 

This copy should be carefully 
examined and if any error or 
omission is found, full particulars, 
with the number of the policy, 
should be sent immediately to the 
Home Office, at: 
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SOURCES OF INFORMATION ON INSURANCE CARRIERS, THEIR 

FINANCIAL CONDITION, WRITINGS, AND RECORD, AND 
DEVELOPMENTS IN THE FIELD OF INSURANCE 

PRIMARY 

Offices of the Insurance Commissioners of the Several States (sometimes 
the title is superintendent). — In these offices are filed as public documents 
the annual reports^ of admitted insurance carriers. These reports are open 
to the inspection of visitors, and members of the staff are usually available 
to assist in interpretation of the figures. 

In some states reports of examinations (audits) of carriers are also public 
documents and similarly open to inspection. The laws of some states require 
that, for a time at least, examination findings must be held confidential. 

The office also usually has the published annual reports of the insurance 
commissioners of other states from which information may be obtained 
about companies not admitted to the state. The commissioners usually 
receive the published material referred to below as secondary sources. In 
some offices this material is so filed that visitors may consult it, but it is 
generally regarded as working material of the office and may not be kept 
readily at hand for visitors’ use. 

A citizen unable to visit the office may obtain by correspondence a digest 
of the data filed by any admitted carrier and other information about 
insurance. The office will not give opinions about comparative merits of 
licensed carriers since such action would be regarded as showing favoritism. 

Annual Reports of the Insurance Commissioner. — In nearly all states 
the insurance commissioner prepares and publishes an annual report to the 
Governor or legislature. These reports usually include summary tables 
and textual comment on the year under review and in condensed form copies 
of the annual reports of admitted carriers. They are available in the state 
library and usually in other public and private libraries. 

Carrier Publications. — Many carriers, particularly life-insurance com- 
panies, mutual, and reciprocal carriers send annual reports to their policy- 
holders. These reports are condensations of their annual reports to the 
insurance commissioners with explanatory comments on them and on general 
economic conditions affecting the company. 

Many carriers publish periodical house organs. 

Both these sources of information are original^ but the reader must 
recognize they are not independent nor disinterested sources. 


1 See Chap XXVIII. 


678 



674 


INSURANCE 


SECONDARY 

Annual Publications 

Best's Insurance Reports^ Alfred M. Best Co., Inc. 75 Fulton St. New York, 
N. Y. Three volumes: Fire and Marine, Casualty and Miscellaneous, 
Life. 

These reports give condensed annual figures for each carrier doing business 
in the United States, with list of officers and directors, a brief historical 
sketch, territory in which it operates, and lines of business written. 

In connection with the annual statement significant ratios are presented 
and commented upon. 

Best's Insurance Guide with Key Ratings. — This guide is a smaller volume 
dealing with fire and casualty insurers. Financial figures for the last 
5 years are given for each carrier and two ratings expressive of the publisher’s 
appraisal of the carrier set out in form similar to the practice in rating the 
quality of investment securities. One rating is a ^^policyholder’s” rating 
based on the record for economy of management, quality of assets, adequacy 
of reserves, etc. The other is a ** financial” rating based on the amount 
of the surplus to policyholders. The prudent user will probably desire to 
study these ratings in connection with the data in Best’s Report.” 

Cyclopedia of Insurance^ The Index Publishing Co., 123 William St., 
New York 7, N. Y. 

Information alphabetically arranged in seven sections: fire and marine; 
life; casualty and surety; texts of important legal decisions concerning 
insurance regulation from Paul v. Virginia to the S.E.U.C. case; definitions 
of insurance terms; biographical sketches; list of biographies appearing in 
earlier editions. 

The Insurance Almanac, The Underwriter Printing and Publishing Co., 
116 John St., New York 7, N.Y. 

This almanac contains brief summary material about practically all 
carriers doing business in the United States, including for each a list of 
officers and directors, a statement of types of business written, and terri- 
tory in which it operates. In many cases there is a brief historical sketch 
and in most cases Dec. 31 figures for the last 10 years showing capital, 
assets, reserves, net surplus, net premiums written, net losses paid. There 
is also much other material about insurance. 

Insurance Year Book, The Spectator, Chestnut and 66th St., Philadelphia 
69, Pa. Five volumes: Fire and Marine, Casualty and Surety, Life, Fire 
Insurance by ^tates. Casualty Insurance by States. 

In these year-books data with regard to carriers doing business in the 
United States are published under several headings: Financial Statements, 
Historical and Administrative Data, Underwriting and Investment Exhibit 
(Gain and Loss Exhibit for Life Insurance), Territory, Miscellaneous. The 
latter includes total business since organization, etc. 

In the fire volume the data are assembled in tables under each head with 
carriers arranged in a systematic order. This arrangement facilitates 
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comparisons between carriers but the user must examine several tables to 
get complete information about a given carrier. Other information is 
given relative to the business of all carriers by type which facilitates com- 
parison of an individual carrier with the average of its type. 

In the casualty and in the life volume all the data relative to a given 
carrier are given in the single entry. 

No ratings are given. 


Manuals op Rates and Forms 

Firej Casualty^ and Surety Bulletins issued by the National Underwriter 
Co., 420 East 40th St., Cincinnati, Ohio. 

These bulletins are a loose-leaf service, revised monthly. They are a 
compilation of policy forms, endorsements, underwriting rules, and rates 
for practically all forms of insurance except life and disability. Data refer 
to general practices, not individual carriers. 

Insurance Producers Bulletiuj G. Carter Johnson, editor, 6675 Northwest 
Highway, Chicago, 111. 

This bulletin is a loose-leaf continuous service reporting on changes in 
forms and practice in all fields of insurance. It is designed for reference 
work use in brokerage and agency offices. Data refer to general practices, 
not individual carriers. 

Rough Notes Policy, Form, and Manual Analysis Service, The Rough 
Notes Co., Inc., 1142 N. Meridian St., Indianapolis 6, Ind. 

This is a loose-leaf continuous service covering fire and casualty lines. 
Revision sheets, supplied quarterly, reprint monthly sections of Rough 
Notes magazine. Data refer to general practices, not individual carriers. 

In the life-insurance field agents need to have available information 
about the forms and rates of their competitors, and there are several manuals 
of generally similar type published for that purpose. Among the best known 
of these are 


Name 

Flitcraft 
Handy Guide 

Little Gem Life Chart 

Unique Manual-digest 


Published by 

Flitcraft, Inc., 613 Maple Ave., Oak Park, 111. 
The Spectator, Chestnut and 66th St. 
Philadelphia 39, Pa. 

National Underwriter Co., 420 East 40th St. 
Cincinnati, Ohio. 

National Underwriter Co., 420 East 40th St. 
Cincinnati, Ohio. 


These manuals are issued annually and reproduce texts or digests of the 
leading forms of life-insurance policies of each company, the company's 
rates for the more popular plans of life insurance and annuity contracts, 
tables of nonforfeiture values, etc. 
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Monthly Publications 

BesVs Insurance News, Alfred M, Best Co. Inc., 76 Fulton St. New York. 
In two editions: Fire and Casualty, Life. Devoted mainly to financial and 
credit news of the insurance business. 

The Casualty and Surety Journal, Association of Casualty and Surety 
Executives, 60 John St., New York 7, N. Y. Organ of the stock casualty 
companies. General articles and stock-company items. 

Insurance Broker-age, Broker-Age Inc., 90 John St., New York 7, N. Y. 
Official publication of The Insurance Brokers’ Association of New York, 
Inc. Articles and news of interest to insurance brokers. 

Journal of American Insurance, American Mutual Alliance, 919 N. 
Michigan Ave., Chicago, 111, Official organ of the mutual companies 
(other than life). Contains many informative articles of broad scope and 
items concerning mutual insurance. 

The Spectator, Life Insurance in Action. The Spectator, Chestnut and 
56th St., Philadelphia 39, Pa, 


Weekly and Semimonthly Publications 

Most of the weekly and semimonthly journals are essentially trade 
publications containing matter primarily of interest to persons in the 
insurance business. They contain in varying degrees articles of general 
interest about insurance practices, some current data about individual 
companies, conventions, new forms and practices, personalities in the 
business, etc. To the insuring public they are of value as a source of informa- 
tion on current problems and trends. 

Eastern Underwriter, published weekly by The Eastern Underwriter Co , 
41 Maiden Lane, New York 7, N, Y. 

Insurance Field, published weekly in two editions: Fire and Casualty and 
Life, by The Insurance Field Co., P. O. Box 1164, Louisville, Ky. 

National Underwriter, published weekly in two editions: Fire, Automobile, 
and Casualty; and Life, by The National Underwriter Co., 175 West Jackson 
Blvd., Chicago, 111, 

The Spectator, Property Insurance Review, published fortnightly b.y The 
Spectator, Chestnut and 66 St., Philadelphia 39, Pa, 

The Standard, Standard Publishing Co., 89 Broad St., Boston, Mass. 
This journal gives some general news but specializes on the New England 
field. ^ 

Underwriters^ Report, published weekly by the Underwriters’ Report Inc., 
405 Sansome St., San Francisco, Calif. This journal gives some general 
news but specializes on the Pacific coast field. 

United States Review, published weekly by United States Review Pub- 
lishing Co., 500 Walnut St., Philadelphia 5, Pa. News and general articles. 

The Weekly Underwriter, published weekly by The Underwriter Printing 
and Publishing Co., 116 John St., New York 7, N. Y. Special departments 
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weekly on each of the major fields of insurance. Ck)ntain8 many educational 
articles and digests of court decisions in insurance cases. 

Daily Papers with Special Insurance Sections 

Most financial journals carry some insurance news. The insurance pages 
of the following are especially useful and well edited: 

The Journal of Commerce and Commercial (New York). 

Chicago Journal of Commerce. 
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A 

Abandonment, 80, 113 
Abuses, 495 

Accident benefits in life policies, 185 
Accident and Health Insurance 
Investigation, 503 

Accident insurance (see Disability 
insurance contracts) 

Account current, 344, 467, 672 
Accounting control of agents, 344, 
467 

Accounting department, 467 
Acquisition cost, 319, 340, 479 
limitation, 505 
Actuarial department, 468 
Actuarial reserve, life insurance, 
164, 442 

under Social Security Act, 571- 
572, 573-577 
Actuarial societies, 485 
Actuary, 374, 468 

Additional charges and expense 
insurance, 96 

Additional living expense insurance, 
97 

Adjusters, 404, 470 
general-average, 415 
independent, 415 
public, 415 
qualifications of, 409 
Adjustment of losses, 401-417 
(See also Loss, adjustment of) 
Adjustment bureaus, 483 
Adverse selection, 168n., 386 
Advertising, 466 

Advisory Council on Social Security, 
571 

Agency department, 465 


Agency instructions, 388 
Agency plant, not capital, 421 
relations, organizations regulat- 
ing, 479 

superintendents, 340 
supervision, 338 
supervisors, 340 
systems, 338^340 
Agents, 81, 336, 479 
apparent powers of, 81, 338 
associations, 319, 481 
direct reporting, 338 
dual loyalty of, 342 
functions of, 336 
powers of, 81, 336 
qualification laws, 517 
and rate making, 342 
remuneration of, 340 
special, 341, 466 
Agricultural insurance, 146, 605 
Aircraft insurance, 156, 605 
Alien corporations, 514 
*‘A11 risk” insurance, lOln. 
Ambiguity in policies, 53 
Ambulance chaser, 411 
American agency system, 343, 481 
American Association of University 
Teachers of Insurance, 487 
American Automobile Association, 
599 

American Bankers Association, 256 
American College of Life Under- 
writers, 486 

American Experience Table, 164, 
457 

American Hospital Association, 210 
American Institute for Property and 
Liability Underwriters, 486 
American Life Convention, 484 
679 
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American Medical Association, 561 
American Men Table, 457 
American Mutual Alliance, 260 
Analytic schedule, 378 
A.O.U.W. (Ancient Order of United 
Workmen), 287 
Annual reports, 520 
Annuities, 162, 169 
group, 190 

Anticompact laws, 504 
Antidiscrimination law, 604 
Antirebate law, 504 
Application, 176, 194 
Appraisal, 79, 407 
Armstrong C'ommittee, 502 
Art objects, 101 n. 

Assessment mutual, 278, 321 
Assets, 423-426 
type of, 423, 426 
valuation of, 433 
Assigned risk pool, 596 
Assignment, 182, 224, 239 
Attorney in fact, 279, 281, 329 
Automatic premium loans, 181 
Automatic reinsurance, 397 
Automatic sprinkler, 35, 148 364 
clause, 638 

Automobile accidents, 588 
financial-responsibility laws, 599 
injury from, compensation plan, 
600 

objections to, 602 
risks, 259 

Automobile insurance, 259-270 
collision, 262 

comprehensive damage, 262 
compulsory, 588, 591-698 
fire, 262 

liability, 265-268 
theft, 963 

Average, general. 111 
particular, 112 

Average clause, New York standard, 
92 

(See also Coinsurance clause) 
Aviation risks, 156 


B 

Bank-burglary insurance, 129, 137 
Bank guaranty funds, 295 
Bankers’ blanket bonds, 252, 256 
Base rate, 377 
Binders, 63 
Binding receipt, 63 
Bismarck, 549 
Blanchard, Ralph H., 593 
Blanket bonds, 252 
Blanket policies, marine, 109, 1 18 
Blanks, uniform report, 520 
Blue Cross, 210 

Board of Fire Underwriters of the 
Pacific, 475 

Board of Trade, British, 496 
Boiler-and-machinery insurance, 151 
Bonds, blanket, 252 
comparison of, with insurance 
contracts, 246 
contract, 249 
court, 249 

fidelity, individual, 253 
position, 251, 256 
schedule, 251, 255 
and surety, 241 
fiduciary, 250 
forms of, 245, 247 
as investments, 425, 434 
parties to, 246 
principal of, 246 
valuation of, 434 
Bordereau, 397 
Branch offices, 338 
Brandcis, Louis, D., 309 
British health insurance, 561 
Broker-agent, 343 
Brokers, 345-349 
associations, 348, 481 
licenses, 517 
qualification laws, 517 
surplus-line, 317n. 

Builder’s risk insurance, 120 
Building code, 32 

Bureau of War Risk Insurance, 292 
Burglary insurance contracts. 127 
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Business interruption insurance, 95, 

142, 154 
Buyers, 349 

C 

California form, fire policy, 56, 68, 
79 

California uncmploymont insurance 
act, 582 

Cancellation, 5^61, 82, 114, 135, 

143, 147, 206, 225, 238, 392 
Capital, 273, 285, 396 

(.argo policy, 105 
Carriers, classification of, 139 
monopolistic in social insurance, 
547 

powers of, 515 
as quasi-trustees, 430 
types of, 271, 336 
compared, 315 
volume of business by, 330 
Casualty carriers, 140 
Casualty insurance, 140, 330 
agents, 337 
Catastrophe limit, 387 
Catastrophe reinsurance, 398 
Certificate of authority, 514 
Changing conditions, problem of, in 
rate making, 373 
Charters, 493, 513 
Child’s insurance benefits, 568 
Claim department, 470 
register, 470 
reserves, 438 
settlement, 402 
Claimants, attitude of, 403 
Claim-expense reserves, 440 
Class rates, 376 
Classes of insurance, 140 
Classification, of insurance carriers, 
140 

of risks, 356 
Clauses, 82 
average, 02 
coinsurance, 90-95 


Clauses, F.P.A. (free-of-particular- 
average clause), 117 
F.I.A. (full interest admitted), 
117 

Gregorios, 116 
incontestable, 177 
memorandum, 110, 111 
perils, 110 

P.P.I. (policy proof of interest), 
117 

pro rata distribution, 89, 637 
protection-and-indemnity, 120 
reduced-rate average, 93 
sue-and-labor, 110, 111 
three-fourths value, 89, 639 
warehouse-to-warehouse, 115, 649 
C oinsurance, 90-95, 108, 136, 394 
clause, 90-95 
rate allowance for, 370 
Collateral loans, 433 
Collision insurance, 260, 262 
Commercial accident-and-health in- 
surance, 193, 382 
C’ommercial blanket bonds, 252 
C.S.I. (Commissioners’ Standard 
Industrial) mortality table, 453 
C.S.O. (Commissioners’ Standard 
Ordinary) mortality table, 453 
Commissions, 319, 325, 340, 345, 
419, 479 
insurance, 98 

Committee on Economic Security, 
558, 559, 577 

Committee to Study Compensation 
for Automobile Accidents, 590, 
599, 601 

Committees, of directors, 462 
Communism, 611 
Company organization, 461 
Competition, 287, 319, 345, 362, 392, 
473, 47^81 
among the states, 556 
effect of, on carrier forms, 329 
Competitive state funds, 304 
Complaint bureaus, 525 
Comprehensive liability policies, 218 
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Comptroller, 465, 467 
Compulsory automobile-liability in- 
surance, 588-603 
to assure responsibility, 591 
insurance company opposition, 
basis of, 592 

objections to, from public stand- 
point, 597 

Compulsory sickness insurance, 552, 
562 

Concealment, 54 
Conflagration line limits, 305 
Conservatorship, 524 
Consideration, 71, 107, 132, 176, 195, 
218, 224, 233, 261, 265 
construction of contracts, 53 
Constructive total loss, 113 
Consultants, 349 
Contingency reserve, 444 
Contingent commissions, 340 
Contract bonds, 249 
Contracts, basic, modification of, 63 
executory, 64 
form of, 45 
general law of, 52 
good faith in, 54 
of indemnity, 46 
life-insurance, variety of, 161 
personal, 52 
rule of construction, 53 
unfair, 495 
unilateral, 64 

{See aho Policies) 

Contribution clause, 77 
Control, federal, 497 
Convertible collision insurance, 262 
Cooperation, 473-489 
Cooperative insurance, 543 
risk carryjpg, 21 
types of cafriers, 278 
Corporations, as attorneys in fact, 
329 

mutual, 283, 461 
stock, 276, 461 
Cost of insurance, 165, 166 
Court bonds, 249 


Credit and risk, 8 
and insurance, 24 
(Credit insurance, 155 
Criterion of rate approval, 356 
Crop insurance, 146, 300 

D 

Daily report, 344, 466, 467 
Data for rate making, 366-372 
Dealer’s automobile insurance, 269 
Dean schedule, 378 
Declarations, 218, 233 
Deductible average, 112, 2C2 
Deferred dividends, 502 
Deferred premiums, 452 
Deficiency reserve, 457 
Denmark, 601 
Denver, Colo., 32 
Departmental organization, 464 
Deposit capital, 529 
Deposit insurance, federal, 296 
Deposits, 529 
Depreciation, 72 
Descriptions, 72, 83, 107, 132 
Development, historical, 98 
Deviation, 110 
Direct reporting agency, 338 
Directors, 462 

Disability benefits in life policies, 
185 

Disability insurance, abuses in, 503 
in assessment associations, 322 
classification system in, 361 
contracts, 193 
commercial, 193 
group, 209 
industrial, 207 
limited, 202 
noncancelable, 195, 207 
standard provisions for, 203 
investigation of, 503 
loss settlement in, 412 
noncancelable, reserves for, 419, 
442 

Disappearance cases, 414 
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Distribution of business by type of 
carrier, 330 

Dividends, 174, 182, 285, 324, 326 
deferred, 502 
guaranteed, 183 
reserve for, 441 
on stock, 428 
tontine, 502 

Division of pay roll, 360 
D )uble indemnity in accident insur- 
ance, 198 • 

Due and deferred premiums, 452 
E 

I^^arthquake form, 652 
Karth(piakc insurance, 142 
i^ducational organizations, 484 
Employer’s liability, 214 
insurance, 216, 235 
indorsement, 63, 82, 86-99, 115- 
118, 478 

JOndowmemt policies, 162, 169 
Equity in rates, 354 
Estimates in claim reserves, 447 
Estoppel, 81, 408 

Examination of companies, 514, 523 
Excess reserves, 458 
Expense, acquisition, 319, 345, 479 
limitation of, 505 
analysis, 366 
claim, 440, 451 
of competition, 345 
organization, 514 
ratio, 368 
reserves, 451, 454 

Experience Grading and Rating 
Schedule, 372 

Experience rating, 366, 380, 579, 
584 

Expirations, 34^ 

Explosion insurance, 154 
Exposures, 378 
Extended coverage, 141 
ExtendcHl-term insurance, 181 
Extraexpense insurance, 96 
Extraterritorial regulation, 533 


F 

Factory Insurance Association, 327 
Factory mutual insurance com- 
panies, 38, 327, 471 
Facultative reinsurance, 397 
False warranty, effect of, 56, 58 
Favoritism, 324 
Federal control, 497 
Federal crop insurance, 300 
Federal deposit insurance, 296 
Federal Employers’ Liability Act, 559 
Federal regulation, arguments 
against, 509 
arguments for, 509 
Fidelity bonds, 248, 250 
individual, 253 
position, 251 
schedule, 251, 255 
Fidelity and surety losses, 413 
Fiduciary bonds, 250 
Fieldmen, 341 
Finance, 418-436 
Financial responsibility laws, 599 
Finland, 601 
Fire, friendly, 73 
hostile, 73 

Fire insurance, loss adjustment, 409 
Fire-insurance contracts, 66 
added provisions, 80 
application, 70 
New York standard, 69, 622 
reporting forms, 71 
Fire-insurance rates, 357, 375, 504 
Fire-insurance risks, preferred, 376 
sprinklered, 378 

Fire losses, and business failures, 19 
Fire patrols, 36 
Fleets, 516 

Floaters, inland marine, commercial, 
122 

personal, 123 

Floating policies, marine, 118 
Foreign corporations, 514 
Forms, 82 

dwelling and contents, 83, 626 
life-insurance, 162, 653 
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Forms, reporting, 71 
schedule, 85, 632 
special hazard, 85, 632 
standard, 61 

Formula loss reserves, 448—451 
Fraternal life insurance, 186 
Fraternal orders, 285 
Friendly societies in Great Britain, 
552, 609 

Frost insurance, 146 
Functional organization, 464 

G 

Gambling, 26 

insurance, the reverse of, 27 
Garage automobile insurance, 269 
General agents, 338, 339 
General average. 111 
adjusters, 415 

German Alliance v. Lems, 504 
German system of social insurance, 
550 

Glass insurance, 149 
Grace, 181 

Grants-in-aid under Social Security 
Act, 559, 564, 578, 580, 585 
Gregorios Clause, 116 
Group annuities, 190 
Group disability insurance, 209 
Group life insurance, 187 
standard provision, 188 
Guaranteed capital, 285 

H 

Hail insurance, 145, 297 
state funds for, 297 
Hazards, chci|ges in, 18 
classification of, 10 
increase of, 87 

moral, 19, 146, 156, 389, 393 
morale, 19, 365, 393 
special, 85 
types of, 10 

(See also Risk; Peril) 


Health insurance (social) in the 
United States, 559-563 
Health-insurance contracts, 193 
Historical development, 102 
Hospital-expense indemnity, 200 
Hospitalization insurance, 209 
House plates, 37 
Hughes, Charles E., 502 
Hull insurance, 119 

I 

Implied warranties, 107, 1 10 
Incontestable clause, 177, 414 
Incorporation of companies, 513 
Incurred losses, 370 
Indemnity, double, 186, 198 
and protection (marine), 120 
schedule (disability insurance), 
196 

Independent adjusters, 415 
Individualism and social insurance, 
555 

Industrial accidents, 558 
Industrial commission, 231, 412 
Industrial disease, 231, 558 
Industrial life insurance, 186, 542 
Industry's responsibility, 545 
Inequity in rates, consequence of, 
355 

Information, insurance commissioner 
to procure, 525 

sources of, regarding carriers, 673 
regarding risks, 351 
Inland marine insurance, 121-125 
agents, 337 
Insolvency, 524 
Inspections, 34, 225, 238, 389 
Installment options, 178 
Insurable interest, 48 
Insurable risks, only in individualis- 
tic society, 610 

Insurance, as a cause of loss, 40 
and credit, 24 

as a defense against communism, 
611 

federal power over, 497 
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Insurance, and gambling, 26, 27 
major function of, 23 
must be sold, 606 
mutuality of, 272 
replacement new, 73 
speculative, 28 

Insurance business, trustee character 
of, 430 

Insurance buyers, 349 
Insurance carriers, compared, 315 
types of, 271 

Insurance commissioners, 500, 513 
National Association of, 69, 194, 
453n., 501, 503, 520 
Insurance Company of North 
America, 493 

Insurance consultants, 349 
Insurance contract, fundamentals of, 
43 

form of, 45 

Insurance department, 500, 513 
Insurance finance, 418 
Insurance Institute of America, 486 
Insurance law, development of, 54 
Insurance maps, 390 
Insurance market, 334 
Interest, insurable, 48 
Interinsurance (see Reciprocal) 
Internal Revenue (^ode, 567, 571, 
578 

Inventory and iron safe clause, 639 
Investments, 422-426 
profits, 426 
types of, 423-426 
Irresponsible automobilists, 589 

J 

Jeweler's block policies, 122 
K 

Key rate, 377 

L 

Labor exchanges, 553 

Large numbers, law of, 12, 14, 18 


Law, anticompact, 504 
antidiscrimination, 504 
aiitirebate, 504 
of large numbers, 12, 14, 18 
of negligence, 213, 589 

relation of master and servant, 
214, 227 
reciprocal, 534 
retaliatory, 534 
Leasehold insurance, 98 
Legislative bureaus, 484 
Liabilities, reserves as, 437 
Liability, prorata, 77 
Liability insurance, development of, 
216 

employers', 216 
loss adjustment, 224, 410 
premium computation, 224 
Liability insurance contracts, 213 
coverages, 216-218 
declarations, 218 
limits, 222 

position of the insured, 222 
Liability system, 601 
Licenses, 494, 517 
revocation of, 519 
Life insurance, 158 
agents, 336 
contracts, 158, 653 
disability benefits in, 185 
forms of, 162 

nonforfeiture provisions, 180 
standard provisions, 175 
use of various forms, 171 
double-indemnity claims, 414 
fraternal, 186 
group, 187-189 
industrial, 186 

investigation of 1905-1906, 502 
investments for, 423, 424, 425 
loss settlement, 406, 414 
permanent-disability claims, 414 
programs, 171-174, 190 
rates for, 358, 373 
reserves, 164-167, 442-444, 452 
savings-bank, 309-312 
state and national funds, 291-294 
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Life insurance, subject matter of, 
158 

trust, 179 
war-risk, 291, 293 
Life-insurance analyst, 167 
Life Insurance Association of Amer- 
ica, 484 

Life Insurance Guaranty C-orpora- 
tion, 532n. 

Tjife-insurance policy, 175 
lyife Insurance Sales Research Bu- 
reau, 483 

Limitations, of private insurance, 
"610 

of state insurance, 609 
Limits, line, 394 
Line, net, 387 
Line limit, 394 
statutory, 395 
I jquiclatibn bureaus, 532 
Livestock insurance, 150 
Lloyd, Edward, 102 
Idoyd’s associations, 274, 316 
C'offoe House, 102 
form of contract, 103, 104 
plan, 276 
policies, 275, 276 

Lloyd’s, London, 37, 38, 102, 104, 
274, 316 
agents, 38 
committee, 275 
Index, 274 
List, 274 
Register, 274 
underwriting at, 275 
Local agents, dual loyalty of, 342 
remuneration of, 340 
responsibility of, 343, 402 
Lockwood (/ommittec, 506 
Lombard n<fei;chants, 102 
Loss (see Claim) 
adjustment of, 401-417 
apportionment in, 51 
appraisal in, 79, 407 
automobile theft, 412 
disability, 412 
fire, 409 


Loss, adjustment of, fraud cases, 405 
liability, 410 
life insurance, 414 
mechanics of, 402 
nuisance settlements, 411 
policy provisions, 402 
practical needs in, 406 
psychological problems, 403 
replacement in, 408 
surety bonds, 413 
theft, 410, 412 
waiver and estoppel in, 408 
workmen’s compensation, 41 1 
caused by insurance, 40 
expectation of, 6 
incurred, 370 
minimizing, 35 
prevention of, 30, 363 
procedure (see Loss Adjustment) 
ratio, 368 

reserve's, 438, 445-451 
total, actual, 113 
constructive, 113 

M 

Machinery insurance, 358 

Mansfield, Lord, 492 

Manufacturer’s liability insurance, 
216 

Maps, 31)0 

Marine insurance, 46, 101 
agents and brokers in, 337 
coinsurance in, 108 
competitive character of, 103 
contract in, 101 
forms, 105, 647 
memorandum clause, 110, 111 
mortgage interests, 116 
other insurance, 1 1 4 
perils clause, 110 
sue-and-labor clause, 110 
historical development, 102 
Lloyd’s policy, 103 
medieval regulation, 492 
rates, 358, 375 

Marine war-risk insurance, 301 
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Market, insurance, 334 
Mass phenomena, stability of, 12 
Massachusetts automobile liability- 
insurance act, 592 
experience under, 593-597 
Massachusetts savings-bank life in- 
surance, 30^311 

Massachusetts standard fire policy, 
67 

Medical director, 468, 470 
Medical examiner, 388 
Medical expense under accident 
policies, 199 

Medical Information Bureau, 389 
Medical payment in automobile in- 
surance, 268 

Medieval insurance codes, 492 
Meetings, annual, 461 
Memorandum clause, 100, 111 
Mercantile burglary policies, 130, 
136 

Merit rating (see Experience rating) 
Merritt committee, 504 
Misrepresentation, 74 
“Mixed^’ plan, 277 
Monopolistic fund, 304, 307, 547 
Moral hazard, 19, 146, 156, 389, 393 
Mortality tables, 17, 164, 453, 457 
trend of, 326 
Mortgage, chattel, 77 
Mortgage interests, 82, 116 
Mortgage loans, 433 
Mortgagee clause, -88, 636 
Mothers’ pension laws, 563 
Mutual associations, 278 
Mutual (Casualty Insurance Rating 
Bureau, 382 

Mutual corporations, 278, 283 
advance premium, 283, 323 
advantages, 323 
agents, 323 

assessment, liability to, 284 
criticisms, 324 
guarantee capital, 285 
nonassessable policies, 284, 325 
Mutual life insurance, 174, 182, 326 
Mutuality of all insurance, 272 


N 

Named insured, 266 
National Association of Insurance 
Commissioners, 69, 194, 453n., 
501, 503, 520 

National Board of Fire Underwriters, 
32n., 33, 38, 67, 358, 377, 
484 

building code, 32n. 
city grading, 377 

National Bureau of Casualty and 
Surety Underwriters, 260, 381, 
475 

National Convention of Insurance 
C'ommissioners {see National 
Association) 

National Council on C’ompensation 
Insurance, 380 

National Fire Protection Associa- 
tion, 39, 485 

National Safety C^ouncil, 40 
National service life insurance, 291, 
293 

Negligence, law of, 213 
Net amount at risk, 164 
Net line, 387 
Net premium, 443 
New York Board of Fire Under- 
writers, 68 

Nev'' York standard fire-insurance 
policy, 69, 622 
mortgagee clause, 636 
New York state bank- guarantee 
fund, 295 

Nonassessable policies, 280, 284 
Noncancelable disability insurance, 
419 

Nonconcurrence, 85 
Nonforfeiture law, 501 
provisions, 180 
values, 168, 181 
Nonwaiver agreement, 409 
North Dakota hail-insurance fund, 
297 

Norwav, 601 
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Notice of loss, 401 
Nuisance settlements, 411 

0 

Obligee, 246 

OflSce burglary insurance, 131 
O^Gorman <& Young v. Hartford Jns, 
Co.j 479n. 

Oklahoma state bank guarantee 
fund, 295 

Old-age assistance, 565 
Old-age benefits, 564, 570 
Old-age pensions, 553, 565 
Old-age reserve account, 571 
Old-age and survivors' benefits, 567 
Old-Age and Survivors' Insurance 
Trust Fund, 571, 576 
Open marine policies, 118 
Optional standard provisions, 206 
Oral waivers, 81 

Organizations, agents and brokers, 
481 

departmental, 464 
educational, 484 
functional, 464 
rate making, 475 
regulating agency relations, 479 
research, 483 
Organized labor, 307 
Other insurance, 76, 114 
Overinsurance, 42 

Ownership of insurance carriers, 461 

P 

Paid-in surplus, 422 
Paid-up policy, 181 
Parent’s insurance benefit, 569 
Participation in earnings, 174 
Particular average, 112 
Parties to insurance contracts, 70, 
106, 132, 175, 195, 219, 233, 
246, 262, 265 

automobile fire, theft, and colli- 
sion, 262 
liability, 265 


Parties to insurance contracts, bur- 
glary, robbery, and theft, 132 
disability, 195 
fidelity and surety, 246 
fire, 70 
liability, 219 
life, 175 
marine, 106 

workmen's compensation, 233 
Paternalism, 607 
Patterson, E. W., 57n. 

Pa7il v. Virginia, 491, 497 
Pauperism, 544 

Paymaster robbery insurance, 130 
Pay-roll audit, 224, 238, 468 
Penalties, 518 

Pensions {see Old-age pensions) 
Perils clause, 110 

Permanent total disability, 185, 198, 
230, 414 
Permits, 86, 636 

Perpetual fire-insurance contracts, 
59n. 

Personal-property floaters, 123 
Policies, 43 
accident, 193 
automobile, 259 
blanket, 118 
builder 's-risk, 105, 120 
burglary, 127 
cargo, 105 

convertible term, 162 
coupon, 183 
disability, 47, 193 
endowment, 162, 169 
fire, 66, 622 
floater, 121 
floating, 118 
freight and profits, 105 
group life insurance, 187 
standard provision for, 188 
guaranteed dividend, 183 
health, 193 
hull, 105, 119 
inejustrial life, 186 
disability, 207 
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Policies, inland transportation, 105, 
121 

jeweler’s block, 122 
liability-insurance, 213 
comprehensive, 218 
life, various forms, use of, 171 
life expectancy, 163 
limited-payment life, 163, 653 
mail, 105, 121 
marine, 105, 647 
modified full coverage, 262 
newspaper accident, 203 
nonassessable, 280, 284 
noncancelable disability, 195, 419 
nonconcurrent, 85 
not taken, 348 
open, 118 

ordinary-life, 163, 172 
participating, 182, 277, 285 
protection rmd indemnity, 105, 
120 

registered life, 184 
rcncw{d)le term, 162 
schedule disability, 200 
single premium life, 163 
term, 162 
tourist floater, 123 
valued, 40, 160 
whole-life, 1G3 

workmen’s compensation, 227 
[Sat also Contracts) 

Policy forms, regukiticn cf, 492, 507, 
528 

Policyholders’ control, 461 
Pools, 21 

assigned risk, 596 
reinsurance, 399 
Position bonds, 251 
Poverty, 540, 541, 544 
Preferred risks, 356 
Premiums, 45, 53, 353 
due and deferred, 452 
net, 443 
pure, 368, 371 
tax, 535 

unearned, 60, 420, 442 
when earned, 418 


Presbyterian Ministers Fund, 493 
Prevention, of accidents, 598 
American indifference to, 30 
carriers and, 33, 37 
gain from, 31 
insurance promotes, 605 
rates and, 363 
true, 32 
types of, 31 
Principal sum, 196 
Private enterprise, as carrier, 274 
Private insurance, cost of, 542 
social obligation of, 612 
Private stock corporation, 276, 317 
Private underwriter, 274, 315 
Probability, theory of, 6, 12 
Professional organizations, 484 
Profits, 426 

Profits-and-com m issions insurance, 
98 

Prohibited class lists, 388 
Propcrty-daiiiage-liability insurance, 

267 

Prorata distribution clause, 89, 037 
Protection, 33 

Protection-and-indemnity insurance, 
120 

Proxies, 278 

Public adjusters, 415, 507 
Public health service, 559 
‘^Public law 15,” 498 
Public official bonds, 250 
Public policy and liability insurance, 
215 

Publicity, poor safeguard, 496 
Pure premiums, 368, 371 

Q 

Quota-share reinsurance, 396, 397 
11 

Railroad subrogation waiver, 85 
Rain insurance, 147 
Rate, base, 377 
key, 377 
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Rate, term, 37G 
Rate competition, 362 
Rate making, agents in, 342 
automobile liability insurance, 381 
and changing conditions, 372 
fire insurance, 375 
general principles, 354 
life insurance, 373 
loss ratio in, 368 
marine insurance, 375 
organizations, 475-478 
practices, 373^382 
statistics, 366-372 
workmen’s compensation, 379 
Rate problem, 353 
Rate regulation, 508 
Rate supervision, 526 
Rate wars, 362 
Rates, class, 376 
classification, as basis of, 356 
competition in, 362 
equity in, 354 
fire-insurance, 504 
schedule, 357, 364, 378 
specific, 376 
tariff, 376 
inequitable, 355 
and prevention of loss, 363 
problem of, 353-384 
regulation of, 508 
Ratification, 106 

Real estate, business and insurance 
agency, 48 In. 
as an investment, 426, 433 
Reciprocal exchange, 279, 328 
attorney in fact for, 279, 281-282, 
328 

Reciprocal laws, 534 
Reduced-rate average clause, 93 
Regional corffnftittees, 477 
Registered policies, 184 
Regulation, desirable, 508 
extraterritorial, 533 
necessary, 507 
state v. federal, 508 
Rehabilitation, 524 
Reinstatement, 84, 134, 182 


Reinsurance, 395-399 
automatic, 397 
catastrophe, 398 
facultative, 397 
pools, 399 
quota-share, 397 
reserve, 442 
treaties, 396 
Renewals, 481 
Rent insurance, 98 
Rental-value insurance, 98 
Repairs, 408 
cost of, 72 
Replacement, 408 
Replacement-new, insurance, 73 
Reporting forms, 71 
Reports, annual, 520 
daily, 344, 466, 467 
of insurance commissioner, 522 
Representations, 56 
Research organizations, 483 
Reserves, 421, 431, 437-461 
calculation of, 445-454 
catastrophe, 445 
claim, 438, 445-451 
claim-expense, 440, 451 
contingency, 444 
deficiency, 457 

disability, noncancelable, 442 
dividend, 441 
expense, 441 

investment fluctuation, 445 
as liabilities, 437 

life insurance, 164-167, 442-444, 
452 

net level premium, 442 
prospective, 443 
retrospective, 443 
statutory basis, 453, 457 
loss, 445-451 
average value, 447 
formula, 448-450 
individual estimate, 447 
liability, 448r-450 
notice-average, 448 
tabular value, 448 
workmen’s compensation, 450 
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Reserves, mortality fluctuation, 445 
noncancclable disability, 452 
relative importance of, 454 
statutory, 456 
tax, 441 
types of, 438 

unearned-premium, 442, 451 
voluntary, 444 

Residence burglary policies, 129, 136 
Resident agents’ law, 482 
Resident manager, 464 
Respondentia loans, 106, 604 
Retaliatory laws, 534 
Revocation of license, 519 
Rhode Island, 562 
Richards, E. G., 372 
Riders, 82, 478 
Riot insurance, 143 
Risk, after discharge, 115 
analysis of, 364 
arbitrary creation of, 26 
builder’s, 105, 120 
cooperative carrying, 21 
and credit, 8 
definition of, 1 
degree of, 4 
economic aspects, 7 
elimination of, 21 
information sources, 388 
and natural law, 2 
nature of, 3 

in life insurance, 158 
need of volume and spread, 334, 
386, 387 
transfer of, 22 
of unemployment, 583-584 
value of, 5 

Risks, automobile dealers’, 269 
automobile owners’, 259 
aviation, 156 
business, 11 
classification of, 356 
insurable, 45 
personal, 11 
property, 11, 139 
pure, 3 
speculative, 3 


Risks, transferable, 44 
war, 116, 292, 301 
{See also Hazards) 

Robbery policies, 127 

S 

Safe-deposit-box insurance, 129 
Safety engineering department, 471 
inspection, 34 
Sales organizations, 334 
differences in, 336 
necessary, 335 
Salvage, 36, 255, 405, 407 
Salvage companies, 483 
Savings-bank life insurance, 309 
Sawyer, E. W., 498n. 

Schedule bonds, 251 
Schedule disability policies, 200 
Schedule form, 85 
rating, 364, 372 

Schedules in annual statements, 521 
Secretarial department, 469 
Securities insurance policy, 130 
Security funds, life insurance, 532n. 

workmen’s compensation, 531 
Selection, adverse, 386 
favorable, 387 
method of, 391 
Self-insurance, 21, 231, 290 
Shock loss, 395 
Short rates, 82 
Short-rate table, 645 
Sickness insurance, 559, 551, 552, 
562 

principles, 560-561 

{See also Health insurance; Dis- 
ability insurance) 

Side lines, 466 

Social evolution, insurance in, 604 
Social insurance, 540 
agitation for, 557 
beginnings of, 549 
collection cost in, 547 
compulsion essential, 546 
definition of, 548 
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Social insurance, development in the 
United States, 554-586 
German scheme, 550 
government’s responsibility for, 
543 

industry’s responsibility for, 545 
monopolistic carriers, 547 
need of, 541-543 
objections to, 607 
old-age pensions, 553, 564 
sickness insurance, 650, 551, 552, 
561 

principles, 560-561 
unemployment insurance, 553, 577 
in the United States, 554-585 
workmen’s compensation, 552, 558 
Social obligations of private insur- 
ance, 612 

Social organizations, 487 
Social Security Act, 559-585 
Advisory council, 571-577 
Amendments of 1939, 571 
child’s insurance benefits, 568 
death benefits, 569 
old-age assistance, 565 
old-age benefits, 570 
old-age and survivors’ insurance, 
567 

parent’s benefits, 569 
primary insurance benefit, 570 
widow’s benefits, 569 
wife’s insurance benefits, 568 
Social Security Board, 565 
finance, 573-577 
taxes, 570 
Socialism, 607, 608 
Special agents, 341, 466 
Special hazard, 378 
form, 85, 632 
Specific ratef,#376 
Speculation, 27, 28 
Speculative underwriting, 28 
Spread of risks, 334, 387 
Sprinkler-leakage insurance, 148 
Sprinklered risks, 378 
Stamping office, 478 
Standard fire-insurance policy, 622 


Standard forms, 61, 66, 232 
bureaus, 478 

fire insurance, history of, 66-69 
workmen’s compensation, 232 
Standard provisions, 61, 174, 188, 
203 

Standards under Social Security Act, 
564, 565, 578, 580 
State bank guaranty funds, 295 
State hail-insurance funds, 297, 306 
State as insurance carrier, C09 
State insurance, arguments against, 
307 

arguments for, 305 
automobile, 596 
Russian, 605 

State insurance department, 500, 
513 

State insurance funds, 290 
State life-insurance funds, 291 
State policy, insurance in, 539 
State supervision, 490-538 

development and theory of, 490 
method of, 513 

State unemployment funds, 579-582 
State workmen’s-compensation' 
insurance funds, 303 
Statements of the insured, 56, 74 
107, 132, 176, 194, 218, 233, 25) 
261, 265 

to medical examiner, 176 
Statistical departments, 469 
Statistics and rate making, 366 
Statutory limit, 395 
Statutory reserves, 456 
Stipulations, 71, 74 
Stock corporations, 276, 317, 461 
advantages, 320 
agents, 319 
criticisms, 320 
Stockholders, 276, 461 
dividends to, source of, 426-430 
Stocks, 425, 434 

Storekeepers’ burglary policy, 130 
Subrogation, 49, 134, 407 
Substandard lives, 359 
Sue-aifd-labor clause, 110, 111 
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Suicide, 177, 201 
Superintendent of agencies, 465 
Supervision, of policy forms, 528 
of rate-making bodies, 526 
of treatment of the public, 525 
Supplementary contracts, 439 
Supplementary insurance, 99 
Surety bonds, 241, 245, 246, 248- 
250, 413 

contract bonds, 249 
court bonds, 249 
fiduciary bonds, 250 
parties to, 246 
public-official, 250 
loss settlement under, 413 
Suretyship, absence of the insurance 
principle in, 241 
antiquity of, 241 
competition for, 244 
and insurance, 246 
real service of, 242 
underwriting practices, 242 
Surgical director, 470n. 

Surplus, 421, 431 
function of, 421-422 
ownership and distribution of, 
431-432 
paid-in, 422 

Surplus-line brokers, 317 
Surrender charge, 168 
Surrender value, 168, 180, 501 

T 

Tariff rates, 376 
Tax reserves, 441 
Taxation, 494, 535-537 
Taxes for Social Security, 570, 578 
Term insurance, 162, 172 
extended, 181 
Term policies, 162, 376 
Term rate, 376 
Termini, 109 
Theft insurance, 127 
automobile, 263 

Third-party insurance, 213, 233 
Three-fourths value clause, 89, 639 


Title insurance, 154 
Title plants, 471 

T. N. E. C. (Temporary National 
Economic Committee) hearings, 
510 

Tontine dividends, 502 
Total loss, constructive, 113 
Treaty reinsurance, 396 
Trustee character of the insurance 
business, 430 
Trustees, 462 

Trustees of the Old-Age and Survi- 
vors Insurance Trust Fund, 571, 
576 

Twisting, 344, 519 
U 

Unauthorized companies, 518 
Underwriter, 22, 102, 315, 382 
annexes, 480 
Lloyd's, 316 
private, 315 

Underwriters' Fire Patrols, 36 
Underwriters' Laboratories, Inc., 33, 
39, 482, 483 
Underwriting, 385 
committee, 463 
competition in, 392 
department, 466 
in forms and endorsements, 392 
at Lloyd's, 275 
methods, 387 

Unearned-premium reserve, 442, 
451 

Unearned premiums, 420 
Unemployment, risk of, 583-584 
Unemployment insurance, 553, 577 
standards for state plans, 578 
taxes, 578 

Unemployment Trust Fund, 579 
United States v. Southeastern Under- 
writers^ Assodatimj 491, 498 
United States, Government Life In- 
surance, 292 

Public Health Service, 559 
United States attorney, 515 
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United States branch, 615 
United States trustee, 515 
Use and occupancy insurance^ 95, 
143 

form, 640 

V 

Valuation of assets, 433 
Valued policies, 46 
Valued policy laws, 47 
Values, surrender of nonforfeiture, 
181 

Veterans’ life insurance, 291-294 
Bureau, 292 

Volume of risk, need of, 386 
Voyage policy, 109 

W 

Waiting period, 208, 229 
Waiver, 80, 408 
War-damage insurance, 302 
War-risk insurance, 301 
Warehouse-to-warehousc clause, 1 15, 

649 

Warranties, 57 
abuse of, 58 
implied, 107 

modern legislation on, 58 
promissory, 56 


Water-damage insurance, 148 
Widow’s benefits, 569 
Wife’s insurance benefits, 568 
Windstorm insurance, 144 
Winston-Salem, N.C., 32 
Wisconsin, life-insurance fund, 291 
unemployment reserve law, 577 
Workmen’s compensation, 227-231, 
552 

Security Funds, 531 
Workmen’s compensation insurance, 
227, 231 

classification in, 359 
contract, 227, 232 
cancellation, 238 
employers’ liability claiLse in, 
235 

inspection clause, 238 
loss-settlement provisions, 237 
loss settlement, 41 1 
manual rates, 380 
and prevention, 39 
rate making, 379 
bodies, 380 
state funds, 303 
Wright, Elizur, 180, 500 

Y 

York- Antwerp rules, 112n., 408n. 








